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Summary

The United States has seen major advances in medical care over the
past decades, but access to care at an affordable cost is not universal. Many
Americans lack health care insurance of any kind, and many others with
insurance are nonetheless exposed to financial risk because of high premi-
ums, deductibles, copays, limits on insurance payments, and uncovered
services. One might expect that the U.S. poverty measure would capture
these financial effects and trends in them over time. Yet the current official
poverty measure developed in the early 1960s does not take into account
significant increases and variations in medical care costs, insurance cover-
age, out-of-pocket spending, and the financial burden imposed on families
and individuals. Although medical costs consume a growing share of family
and national income and studies regularly document high rates of medical
financial stress and debt, the current poverty measure does not capture the
consequences for families’ economic security nor their income available for
other basic needs.

In 1995, a panel of the National Research Council (NRC) in Measuring
Poverty: A New Approach recommended a new poverty measure, which
compares families’ disposable income to poverty thresholds based on cur-
rent spending for food, clothing, shelter, utilities, and a little more. The
panel also recommended that the federal government develop a separate
measure of medical care risk that would track the economic risk to families
and individuals of lacking adequate health insurance coverage.

The panel’s recommendations stimulated extensive collaborative re-
search involving several government agencies on experimental poverty
measures that led to a new research Supplemental Poverty Measure (SPM),
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which the U.S. Census Bureau first published in November 2011 and will
update annually. Analyses of the effects of including and excluding certain
factors from the new SPM showed that, were it not for the cost that families
incurred for premiums and other medical expenses not covered by health
insurance, 10 million fewer people would have been poor according to the
SPM, and the SPM poverty rate in 2010 would have been 3 percentage
points lower (Short, 2011:Table 3a).

Yet, although the SPM subtracts out-of-pocket medical care costs in the
calculation of disposable income, it does not directly measure the burden
of out-of-pocket medical care expenses nor does it address the medical care
economic risk to the population in terms of the adequacy of their health
insurance coverage to pay for their expected health care needs. The imple-
mentation of the Affordable Care Act (ACA) provides a strong impetus
to think rigorously about ways to measure medical care economic burden
and risk. As new policies—whether part of the ACA or other policies—are
implemented that seek to expand and improve health insurance coverage
and to protect against the high costs of medical care relative to income,
such measures will be important to assess the effects of policy changes in
both the short and the long term on the extent of financial burden and risk
for the population.

PANEL CHARGE

The U.S. Department of Health and Human Services (HHS) is responsi-
ble for carrying out the provisions of the ACA, which is intended to extend
health insurance coverage to most Americans. To monitor the effectiveness
of health care reform in reducing out-of-pocket medical care expenses for
low-income families and children, HHS can make use of the new SPM, but
the SPM does not fully address the medical care risk to the population in
terms of the adequacy of their health insurance coverage to pay for their ex-
pected health care needs. HHS would also find useful a companion measure
of medical care economic risk (MCER), which estimates the proportion of
families and children who are at risk of incurring high out-of-pocket medi-
cal care expenses, including health insurance premiums, in relation to their
resources. Such a measure would enable HHS to answer such questions as
which groups face a greater likelihood of economic insecurity due to lack
of or inadequate health insurance coverage.

In fall 2010, the Office of the Assistant Secretary for Planning and
Evaluation in HHS requested the National Academies to convene an ad
hoc panel of experts to

organize, commission papers for, and conduct a public workshop to criti-
cally examine the state of the science in the development and implemen-
tation of a new measure of medical care risk as a companion measure
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to the new Supplemental Poverty Measure. The workshop will examine
retrospective and prospective measures of medical care risk, defined as
the risk of incurring high out-of-pocket medical care expenses (including
insurance premiums) relative to income . . . and other related issues. Based
on the workshop and its deliberations, the panel will prepare a report with
findings and recommendations that will help the field to move forward
to implement a new measure of medical care risk that will be valuable
for monitoring the implementation of health care reform. The report will
include a summary of the workshop and commissioned papers.

In response to this request, the National Research Council’s (NRC’s)
Committee on National Statistics, in collaboration with the Board on
Health Care Services of the Institute of Medicine, appointed a nine-member
panel representing a range of expertise related to the scope of the study. The
panel executed its charge through the conduct of a workshop, commission-
ing background papers, holding panel meetings, and reviewing research and
other reports. The goal of the panel was to move forward toward develop-
ing measures to inform policy that are feasible to collect and estimate and
that will monitor changes in medical care economic risk and burden as
health care reform is implemented and other relevant public- and private-
sector changes occur.

On the basis of the workshop discussions and its own review and de-
liberations of the issues, the panel developed conclusions and recommenda-
tions in five areas: (1) concepts of medical care economic burden and risk,
(2) concepts of resources, (3) measurement of medical care economic risk,
(4) data sources, and (5) development and implementation of the panel’s
proposed measures. Recommendations in this summary are numbered by
the chapter in which they appear in the body of the report.

CONCLUSIONS AND RECOMMENDATIONS

Concepts of Burden and Risk

There is a conceptual difference between medical care economic burden
and risk, and the panel thinks that measures of both are needed to inform
national and state policy and to assess economic trends. Burden is a retro-
spective measure that examines actual out-of-pocket spending for health
insurance and medical care relative to a family’s available resources. Risk
is a prospective measure that assesses the likelihood that a family’s future
out-of-pocket medical care expenditures would be high or unaffordable
relative to the family’s resources.
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Measuring Medical Care Economic Burden

The panel proposes that a measure of medical care economic burden
be estimated by the U.S. Census Bureau in conjunction with estimating the
SPM. This would be done by comparing a family or individual’s actual
out-of-pocket medical spending with resources available for medical care.
(Chapter 2 provides details of the calculation, which involves taking a
family’s SPM measure of resources, adding back its out-of-pocket medical
spending, and subtracting its nonmedical needs as represented by the SPM
poverty threshold for the family.) The difference would be expressed by the
extent to which families and individuals who are already poor in terms of
having insufficient resources for their nonmedical needs are moved deeper
into poverty because of their medical costs and the extent to which those
who are not poor are moved into poverty or below a low multiple of pov-
erty, such as 100 percent or 250 percent. Estimates of these effects should
be provided separately for health insurance premiums and other expenses
for medical care and should also take account of important features of
the new national health care policy, which include a major role for states
going forward, premium subsidies and other features of affordability that
are linked explicitly to multiples of the poverty thresholds, and continued
policy differences by age. To inform policy, it is important that the SPM
and the measure of medical care economic burden reflect trends in actual
spending—not hypothetical spending. Thus, there should be no adjustment
for underutilization of medical care in the definition of resources.

Recommendation 2-1: The panel recommends that the U.S. Census
Bureau refine its Supplemental Poverty Measure (SPM) reports and
tables to include the estimated effects of medical care economic bur-
den on poverty by component, showing the effects of premiums sepa-
rately from other out-of-pocket expenses. It further recommends that
the SPM reports and tables include the estimated effects of medical
care economic burden by region or state, recognizing that aggregation
over time or by groups of states may be necessary to obtain reliable
estimates.

Recommendation 2-2: The panel recommends that the U.S. Census
Bureau examine medical care economic burden in its Supplemental
Poverty Measure (SPM) reports and tables by providing estimates of
the number of people who move from higher to lower multiples of the
SPM poverty thresholds—including thresholds above and below the
poverty level—because of their health insurance premiums and other
out-of-pocket medical care costs.
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Recommendation 2-3: The panel recommends that the U.S. Census
Bureau report findings on medical care economic burden in its Supple-
mental Poverty Measure reports and tables separately for the popula-
tions under age 65 and ages 65 and older.

Recommendation 2-4: The panel recommends that the U.S. Census
Bureau continue to use a definition of resources for the Supplemental
Poverty Measure and estimates of medical care economic burden that
incorporates estimates of actual out-of-pocket spending on health in-
surance premiums and other out-of-pocket expenses for medical care.
The Census Bureau should not model potential spending for people
lacking health insurance coverage.

Concepts of Resources

The choice of a measure of resources for use in measuring MCER!
will be tightly constrained by the choice of a survey to serve as home to a
measure of MCER, and in this decision the measurement of medical care
risk is likely to dominate the measurement of resources. Nevertheless, it
is important to understand the key issues that exist in defining resources
and the potential implications of including or excluding particular types of
resources.

The resources available to families and individuals to meet their finan-
cial needs include not only income, but also assets—the product of families’
saving and investment activities over the life course. With regard to income,
the panel encourages the Census Bureau to update its concepts and improve
its measurement of money income (used in the official poverty measure) and
disposable income (used in the SPM) in its household surveys, particularly
self-employment income and new forms of retirement income that are nei-
ther regular flows nor lump sums, as traditionally understood.

In the context of how people pay for extraordinary and, especially,
unexpected medical care expenses, the role of assets cannot be overlooked.
To exclude all assets from the resources used to measure MCER, and in so
doing make it a measure of income-related economic risk, ignores accumu-
lating evidence on how families prepare for potentially high medical expen-
ditures and how well they are able to absorb them. Consequently, the panel
concludes that the resources component of a measure of MCER must take
account of a portion of assets if the goal is to assess resources available to
pay for medical care costs currently and over time. The panel further con-
cludes that only financial assets that a family can access relatively quickly

I'The measure of resources for medical care economic burden is derived from the SPM as
discussed above.
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should be considered in determining the amount to be included and that
assets of all family members should be used to determine family resources
without regard to employment status or age.

Although the panel concludes that the calculation of an annuitized
value from the family’s liquid assets is a compelling approach, there are
operational issues that we could not examine. Consequently, the method for
calculating the asset contribution to resources will need to be determined by
the federal agency charged with producing the measure of MCER. The asset
contribution derived in this manner should be added to disposable income
to provide the measure of resources for evaluating MCER.

Recommendation 3-1: The panel recommends that the U.S. Census Bu-
reau modify its concepts and measurement of money income and dispos-
able income to better account for income flows from self-employment
and from new forms of retirement income for use in measures of poverty
and medical care economic risk and burden that are derived from its
household surveys.

Recommendation 3-2: The panel recommends that, for measuring med-
ical care economic risk, a portion of liquid assets be included in the
resources of all persons, regardless of age or employment status. Only
assets that the family or individual can access relatively quickly should
be considered in determining the amount to be included—namely, fi-
nancial assets held outside retirement accounts, the posttax value of as-
sets held in retirement accounts, and, in principle, the amount received
from a reverse mortgage (treating it as income rather than as an asset),
acknowledging the limitations of existing data.

Recommendation 3-3: The panel recommends that the method for
calculating the share of liquid asset contribution to resources for mea-
suring medical care economic risk be determined by the federal agency
charged with producing the measures and that the methodology be
based on one of two options—either a fixed share of assets or an an-
nuitized value. The share of liquid asset contribution derived in this
manner should be added to disposable income to provide the measure
of resources for evaluating medical care economic risk.

Measures of MCER and Recommended Approach

In addition to measuring retrospectively the financial burden from ac-
tual out-of-pocket medical care spending, the panel agrees with the 1995
NRC panel that it is important to develop a measure of medical care eco-
nomic risk that can assess the exposure to, or potential for incurring, future
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expenses. This is especially true because of the skewed nature of medical
care costs. The panel considered various methods, including retrospective
and prospective approaches, to constructing a measure of MCER as distinct
from economic burden. The outcome of interest is a measure of risk, for
example, the expected number (or fraction) of families and their individual
members who, as a result of out-of-pocket spending for medical care ser-
vices and premiums, would be in poverty or some multiple of poverty as
defined by the SPM. For medical care risk to differ from the medical care
burden of large expenditures, it must be based on the distribution of future
out-of-pocket expenditures that an individual or household may face given
their characteristics at some baseline point in time. Thus, it is a forward-
looking or prospective measure as distinct from the burden measure, which
is retrospective.

In order to understand the effects of financial exposure to medical care
costs on available household income across the U.S. population, it is neces-
sary to calculate the probability for families with particular characteristics
of having out-of-pocket premiums and spending on medical care services
greater than their resources available for medical care spending. Ideally,
the calculation would reflect the actual terms of family members’ health
insurance coverage, their age, gender, and health status, the income of the
family, and the composition of the family for a large number of families.
Practically speaking, it must be constructed on the basis of information
that is available from the Medical Expenditure Panel Survey (MEPS) or the
Current Population Survey Annual Social and Economic Supplement (CPS
ASEC). Both surveys, however, have limitations in terms of relevant infor-
mation collected, as discussed below. The trade-offs in the choice between
these two surveys leads to a two-pronged strategy.

Although the concept of MCER is prospective, 1 year of retrospective
cross-sectional data could be used to estimate it, which facilitates timeli-
ness and makes it possible to use nonpanel data like the CPS ASEC. The
retrospectively determined burden of out-of-pocket medical care spending
for a given year can be used as a simple predictor of MCER in the follow-
ing period. However, nonpanel data sources systematically exclude recent
deaths and those who have entered institutions in the immediate past time
period—two groups known to have high health care expenditures, so in-
formation about the impact of these transitions on out-of-pocket medical
care spending will have to come from other sources. Another problem
is that the characteristics that predict out-of-pocket medical care spend-
ing must logically be defined at the start of the year. So the groupings of
individuals or families with similar characteristics predictive of expected
medical care spending (called “risk cells” in this report) cannot be defined
using current medical care spending because that would produce overly
small amounts of observed variation in spending. Nonetheless, in the short
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term, with the data now being collected, the CPS ASEC could be used to
report the burden of out-of-pocket medical care spending retrospectively,
roughly 10 months after the end of the calendar year for which income
and spending are reported. Furthermore, with additional assumptions, the
retrospective measure of burden could serve as a proxy for the prospective
MCER.2

Then why continue to pursue construction of a prospective measure of
MCER? With its richer data on health conditions, distribution of spending
by service type, and 2-year panel, MEPS offers the opportunity to learn
much more about the interplay of health status, health insurance, income,
and out-of-pocket medical care spending with respect to family finances.
Over the next several years, as the landscape of health insurance coverage
in the United States undergoes substantial change, understanding the un-
derlying drivers of any shifts in the impact of out-of-pocket medical care
spending on family financial resources will be extremely important. With
2 years of data, one can use data on second-period expenses and base-
period characteristics together with multivariate regression methods to
estimate the probability that a family with given characteristics will have
an expenditure large enough to push it to the poverty threshold.

However, the truly prospective measures that require 2 or more years
of data run up against limitations in the available data sources (discussed in
the “Data Sources” section); they also run up against the dearth of relevant
literature on which to base prediction models. Although much is known
about total health care expenditures, very little is known about family and
individual covariates that predict family out-of-pocket medical care spend-
ing or the impact on family finances.

This situation dictates a research agenda to consider several possible
alternative analyses to better understand these issues before making highly
specific recommendations on a prospective measure of MCER. The results
of these analyses can be used to inform the move from a purely retrospective
approach based on burden to a more prospective approach. Research top-
ics include the predictive value at the family level of out-of-pocket medical
care spending in year 1 in relation to spending in year 2 and the stability of
the relationship; the added predictive value of expanding the covariate list
to include other family characteristics, such as the age, gender, and health
status of members; whether to build a family model or an individual model
that subsequently combines individual predictions for the family; because
individual characteristics are the strongest predictors of future average
expenditures, how to roll up individual predictions into a composite fam-
ily measure that is predictive of future family out-of-pocket medical care

2The measure of burden discussed here is similar to but not the same as that recommended
for regular publication above, which adheres to the SPM definition of resources.
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expenditures; how to combine distributions of expenditures for individual
family members into the family’s distribution around its expected amount;
and the pros and cons of regression methods versus cell-based approaches.

All of these topics require detailed information, not all of which is
currently available. Moreover, in the absence of sufficient research on the
distribution of out-of-pocket costs relative to SPM thresholds, it will be
necessary to do that work empirically. For example, one would expect that
a working poor family with one or more members in fair or poor health
might have a substantial risk even without a hospitalization or high-cost
drug regimen. An emergency department visit or a flare-up of a chronic
condition might be enough to drop such a family below the threshold. For
a middle-income family, however, it might take a larger health shock such
as an uncovered hospital stay.

Recommendation 4-1: Given what limited work has been done in
the field on issues in measuring medical care economic risk (MCER)
prospectively, the panel recommends that appropriate federal agencies—
the Agency for Healthcare Research and Quality, the Office of the
Assistant Secretary for Planning and Evaluation, or both—perform a
series of analyses using the Medical Expenditure Panel Survey to exam-
ine different prospective MCER measures.

Recommendation 4-2: The panel recommends that the results of the
analyses from Recommendation 4-1 be used to inform the move from
a purely retrospective approach based on burden to a more prospective
approach for measuring medical care economic risk.

Data Sources for Developing and Producing an MCER

The data requirements for developing a measure of medical care eco-
nomic risk are not the same as the requirements for producing a measure
on a recurring basis. Development has more extensive data needs than
production, but production requires annual data that are available on a
timely basis from a large federal sample survey that represents the civilian
noninstitutionalized population.

To develop a prospective measure of MCER requires longitudinal data,
so that medical expenditures (and resources) observed prospectively over
the course of a period—ideally a year—can be related to characteristics
observed at the start of that period that are potentially predictive of medical
expenditures. Actual out-of-pocket expenditures for premiums and other
medical care expenses in the prior year may be the strongest predictor of
expenditures during the current year, and although they are not a baseline
characteristic per se, these expenditures ought to be included in the devel-
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opment of a predictive model of prospective risk. Both the risk variables
and the resources variables must be recorded at the person level, so that
the variables in each case can be aggregated to the health insurance unit
(for aspects of modeling risk) and family levels (for comparing risk with
resources). Sufficient information on family relationships must be included
to enable the membership of each health insurance unit and family to be
identified.

The panel looked closely at three longitudinal surveys: MEPS, the
Survey of Income and Program Participation (SIPP), and the Health and
Retirement Study (HRS). None of the three surveys collects all of the vari-
ables that would be required to develop a prospective measure of MCER,
as described in Chapter 4. Most notably, none of the three surveys collects
a description of the services and treatments covered by each person’s health
insurance plan, and none of them collects sufficient information with which
to assess each sample member’s potential liability for out-of-pocket medical
costs. MEPS collected detailed information on the health insurance plans of
sample members in 1996 but has not done so again. Other survey-specific
data gaps exist as well, which limit how fully each survey could support the
modeling of MCER. These are discussed in detail in the report.

In summary, none of the surveys is nearly as strong as one would like
in its measurement of key baseline characteristics. With its strong measures
of chronic health conditions and very high quality expenditure data, MEPS
is clearly superior to SIPP. The HRS could provide a supplemental data
source for the one-fifth of households that fall into its universe of people
over age 50. Estimates from the HRS could be used to validate the model
estimates from MEPS for this segment of the population (or perhaps just
the elderly).

Once a model of MCER has been developed, the estimates could be
used directly (in MEPS), or the predictive model could be applied to another
data set that provides measures of the relevant baseline characteristics. The
latter approach offers a way to make the measurement of MCER more
timely and to extend the measure to a larger and possibly more represen-
tative sample. For production, in addition to MEPS, the panel considered
the CPS ASEC, the National Health Interview Survey, the American Com-
munity Survey, and the Consumer Expenditure series quarterly survey. The
CPS ASEC is the source of both the official poverty measure and the SPM,
to which the MCER measure is intended as a companion. Producing the
two measures from the same survey would enable more direct comparisons
than if the two were based on different surveys. The CPS ASEC is the only
one of the surveys that can estimate disposable income currently, using
imputations for taxes and commuting expenses, but it lacks a measure
of liquid assets and has limited information on health conditions. MEPS
cannot currently estimate disposable income because it does not collect or
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impute such variables as taxes, commuting, and child care expenses. These
components could be imputed to MEPS or added to the MEPS question-
naire in the future.

Although the panel favors a prospective measure of MCER over a
retrospective measure, the more substantial data requirements of the pro-
spective measure cannot be fully met with an existing survey. The MEPS
longitudinal file comes closest to meeting these requirements, with the
HRS providing a means to validate the results of MEPS modeling for older
people.

Recommendation 5-1: The panel recommends that the development
of a model for estimating a prospective measure of medical care eco-
nomic risk be carried out with the Medical Expenditure Panel Survey
(MEPS) longitudinal file. The panel also recommends that the Health
and Retirement Study (HRS) be used to validate the results of the MEPS
modeling for at least the elderly, if not the entire population over age
50, which the HRS sample represents.

Recommendation 5-2: The panel recommends that the Census Bureau
and the Agency for Healthcare Research and Quality assess the merits
of adding items to both the Current Population Survey Annual Social
and Economic Supplement and the Medical Expenditure Panel Survey
to at least partially address the most critical data limitations identified
for measuring medical care economic risk.

Implementing Measures of MCER and Burden

Throughout its review and deliberations, the panel has aimed to de-
velop rigorous yet practical approaches to defining and measuring the
financial burden and risk associated with out-of-pocket medical care costs.
Specifically, we focused on how exposure to medical care expenses can
threaten families and individuals with being driven into poverty. Through
commissioned papers, workshop presentations and discussions, and de-
liberations, we sought to bring to bear the latest research and data. We
have also kept in mind what actually can be done by government agencies
without major infusions of additional staff or funding.

For the introduction of a measure of MCER to be successful, clear
lines of responsibility for its implementation must be established. The
two federal agencies with the greatest expertise in the development and
implementation of such a measure are the U.S. Department of Health and
Human Services and the U.S. Department of Commerce. The panel thinks
that a subcabinet-level coordinating group would help to ensure that a
measure of MCER moves forward in its development and launch. This
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coordinating group would provide guidance to the agencies producing the
measure and suggest changes in methodology or appropriate data sets. The
leadership of agencies with contributions to make to the construction and
implementation of the measure could constitute such a group. The panel
also suggests that one or two members of the coordinating group be chosen
from outside government with relevant expertise in the measurement of
poverty and financial burden of health care. Having one or more outside
members would enhance the transparency and credibility of the process as
well as provide the government with the latest thinking from the scholarly
community outside the government.

Based on these findings and conclusions the panel provides the follow-
ing recommendations for implementation:

Recommendation 6-1: Because technical and cross-departmental efforts
such as the construction and maintenance of a measure of medical care
economic risk (MCER) require both political and resource support,
the panel recommends that the secretaries of the U.S. Departments
of Health and Human Services and Commerce be jointly responsible
for developing and reporting measures of MCER (and burden) on an
annual basis with involvement of the U.S. Office of Management and
Budget chief statistician. This effort should coincide with the produc-
tion and release schedule for the Supplemental Poverty Measure.

Recommendation 6-2: The panel further recommends the creation of
a medical care economic risk coordinating group composed of senior
officials from the U.S. Department of Health and Human Services, the
U.S. Census Bureau, and the U.S. Office of Management and Budget
to provide oversight and make suggestions for needed improvements.

Recommendation 6-3: The panel recommends that funding for the
current data collection efforts be maintained at a level to ensure that
rigorous, accurate calculations of measures of medical care economic
burden and risk can be made.



PART I

REVIEW AND RECOMMENDATIONS






Introduction

Advances in medical care in recent decades, such as new and improved
surgical techniques and prescription drugs, have greatly benefited the health
of many Americans. At the same time, the costs of medical care have risen
greatly, and many Americans lack adequate health insurance coverage to
meet their needs for care and for financial protection in the event of illness
or injury. A new Supplemental Poverty Measure (SPM), which takes ac-
count of health insurance premiums and other out-of-pocket medical care
costs, became available in November 2011. It showed that, were it not for
the cost that families incurred for premiums and other medical expenses
not covered by health insurance, the poverty rate in 2010 would have been
3 percentage points lower (Short, 2011:Table 3a).

The SPM was based on the work of a National Research Council
(NRC) panel, which in 1995 issued a report, Measuring Poverty: A New
Approach, that led to extensive research, culminating in the new measure as
a supplement to the outdated official poverty measure. The NRC panel also
recommended a separate measure of the economic risk to families because
of inadequate health insurance coverage for needed medical care.

With the passage of the Affordable Care Act (ACA) and as new policies
are implemented that seek to expand and improve health insurance cover-
age and to protect against the high costs of medical care relative to income,
such a measure will be particularly important to inform policy. The goal
of this report is to help move the field forward toward development of a
measure of medical care economic risk. This introductory chapter provides
historical background on the measurement of poverty in the United States
and the role of medical care expenses, summarizes issues in accounting for
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the financial burden of medical care, states the charge to the panel and
describes the scope and limitations of the study, and outlines the organiza-
tion of the report.

BACKGROUND

The U.S. poverty measure is an important indicator of economic well-
being that influences public opinion and public policies. The official poverty
thresholds are used to determine eligibility for many government assistance
programs, and the measure plays a role in planning and evaluating govern-
ment programs for low-income people and assessing the effectiveness of
public policies in alleviating economic deprivation.!

The current official poverty measure was developed in the early 1960s
by Mollie Orshansky, staff economist in the Social Security Administration
(SSA). It was first used by the Office of Economic Opportunity and then ad-
opted as an official statistic by the U.S. Bureau of the Budget (now the Of-
fice of Management and Budget, OMB) in 1969. SSA published the poverty
measure until 1967, when the Census Bureau assumed the responsibility
of publishing the measure on an annual basis using data from the Current
Population Survey (CPS). Over the years, social and economic conditions
changed, along with changes in public policies and an overall increase in the
standard of living, making the measure less adequate for its intended uses.

The official poverty measure has weaknesses in both the definition of
family resources and the specification of the thresholds. These thresholds
are set at the same level across the country, without regard to geographic
variations in the cost of living, and they have not been updated for real
growth in the standard of living, but only to account for inflation. The defi-
nition of family resources does not include near-cash in-kind support from
such sources as the Supplemental Nutrition Assistance Program (SNAP,
formerly the Food Stamp Program), the school meals programs, and other
programs for low-income populations. It also fails to deduct federal, state,
and payroll taxes paid by families, expenses for work (child care and other
work-related expenses), and child support payments to another household.

Most important for this report, the official poverty measure does not
take account of the dramatic increases in medical care costs and spending
since the measure was first adopted. At that time, national health care
spending accounted for only 5 to 6 percent of gross domestic product
compared with nearly 18 percent today.? The rapid growth in medical care
costs relative to income, particularly for middle- and low-income families,

1This, and the next section, draws heavily on National Research Council (1995:Chapter 1).
2See http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-reports/
NationalHealthExpendData/NationalHealthAccountsHistorical.html.
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increasingly competes for resources to cover other basic needs. Taxes, work-
related expenses, and child support are not available to cover such basic
needs as food, clothing, and shelter, and neither are medical care expenses
for insurance premiums, copays, deductibles, or other out-of-pocket costs.

In response to a request from the U.S. Congress, in 1992 the Commit-
tee on National Statistics (CNSTAT) at the National Academy of Sciences/
National Research Council (NAS/NRC)? established the Panel on Poverty
and Family Assistance: Concepts, Information Needs, and Measurement
Methods to address the various concerns about the poverty measure as
well as the related conceptual and methodological issues in establishing
standards for welfare payments to needy families. The panel concluded that
the current measure needs to be revised; it no longer accurately reflects the
differences in the extent of economic poverty across population groups and
geographic areas or over time.

In its 1995 report, Measuring Poverty: A New Approach, the CNSTAT
panel proposed an approach that separates the measurement of economic
poverty from the measurement of medical care needs and the adequacy
of resources to meet those needs. The proposed concept for the poverty
thresholds includes such budget categories as food and housing but not
medical care. For consistency, the panel proposed that medical insurance
benefits not be added to income and that out-of-pocket medical care ex-
penses (including health insurance premiums) be subtracted from income
as part of determining families’ disposable income that is available for
nonmedical basic necessities (National Research Council, 1995:51-52).
Because the proposed revised poverty measure would not directly address
the availability of affordable medical care, the panel further recommended
that the federal government develop a separate measure of medical care risk
that would estimate the economic risk to families and individuals lacking
adequate health insurance coverage (National Research Council, 1995:69).

The issuance of the CNSTAT report prompted numerous meetings at
which policy analysts and researchers considered ways to implement the
panel’s recommendations for a new and improved poverty measure. The
Census Bureau and the Bureau of Labor Statistics (BLS) collaborated on
extensive research to develop and evaluate experimental NRC-based pov-
erty measures, which have been published on the Census Bureau’s website.*
These measures incorporate technical improvements to the proposed NRC
measure; they also vary one or more aspects of the proposed measure when
there was not agreement on the best implementation (e.g., including medi-
cal care premiums and other out-of-pocket expenditures in the threshold

3The National Research Council is the operating arm of the National Academy of Sciences.
4These experimental measures, which are updated regularly, are available at http:/www.
census.gov/hhes/povmeas/.
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versus deducting such expenditures from resources). However, there was no
movement to replace the official poverty measure.

In the late 2000s, there was renewed interest in revisiting the 1995
panel’s recommendations with the goal of agreeing on a revised poverty
measure that would supplement rather than replace the official measure.
The House Committee on Ways and Means developed draft legislation,
introduced in 2008 and again in 2009 as the Measuring American Poverty
Act of 2009, which incorporated the NRC recommendations; the official
measure would have been termed the “historical measure.”

More recently, an Interagency Technical Working Group (ITWG) on
Developing a Supplemental Poverty Measure, under the leadership of OMB,
directed the Census Bureau in cooperation with BLS to calculate a new
Supplemental Poverty Measure from the CPS Annual Social and Economic
Supplement (ASEC) and to publish it concurrently with the official mea-
sure beginning in September 2011 (Interagency Technical Working Group,
2010).° (Failure to obtain needed funding delayed the publication of the
SPM until November 2011.)

This new supplemental measure adopts the NRC recommendation to
deduct medical insurance and other out-of-pocket expenses from resources
prior to determining poverty status. By design, it does not fully address the
economic risk to the population in terms of the adequacy of their health
insurance coverage to pay for their expected health care needs, which the
CNSTAT panel proposed would be covered by a separate measure. How-
ever, such a measure has yet to be developed.

STATEMENT OF THE PROBLEM

As aptly stated by Meier and Wolfe (in Part III of this report), the
challenge in poverty measurement with respect to medical care need and
economic risk has not been identifying the problem, but rather determin-
ing the best methods to resolve it. Prior to the 1995 NRC report, research
focused on a single measure of economic poverty that would account for
medical care needs and resources. Yet achieving agreement on what would
constitute a conceptually sound and operationally feasible approach proved
stubbornly intractable. The 1995 panel observed (National Research Coun-
cil, 1995:223):

The issue of how best to treat medical care needs and resources in the
poverty measure had bedeviled analysts since the mid-1970s, when rapid
growth in the Medicare and Medicaid programs (and in private health

5The ITWG included representatives from BLS, the Census Bureau, the Council of Economic
Adpvisers, the Department of Commerce, the Department of Health and Human Services, and
OMB.
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insurance) led to a concern that the official measure was overstating the
extent of poverty among beneficiaries because it did not value their medi-
cal insurance benefits. Yet after almost two decades of experimentation,
there is still no agreement on the best approach to use.

As noted by the panel (see National Research Council, 1995:224),
two problems make it very difficult to arrive at a single solution that both
achieves the necessary consistency between the threshold concept and the
resource definition of a poverty measure and is feasible to implement. The
first problem is that medical care benefits are not very fungible; they may
free up resources to some extent, but by no means do they have the fungi-
bility of, say, SNAP benefits. SNAP benefits are essentially interchangeable
with money, both because virtually all households spend at least some
money for food, so the receipt of SNAP benefits frees up money income for
consumption of other goods and services, and because the maximum SNAP
allowance is low enough that it is unlikely that households would receive
more benefits than the amount they would otherwise choose to spend on
food. Neither of these conditions holds for medical care benefits; not all
families have medical care needs during a year, and, although medical care
benefits for low-cost services (e.g., a prescription drug or a doctor visit)
may free up money income for other consumption, the “extra” benefits
received from insurance (or free care) to cover expensive services (e.g., sur-
gery) are not likely to free up money income to the same degree. Moreover,
individual and small group insurance premiums tend to increase with age
and illness because older or disabled populations on average have higher
levels of health care spending due to poor health.® At the same time, with
any cost-sharing, older and sicker people will have higher out-of-pocket
spending for medical care even if they have exactly the same insurance
policy as younger, healthier people. This means that simply adding the in-
surance value of health care services to families’ resources would make the
sicker and the older population look “rich” when, in fact, they might have
inadequate resources for food, clothing, and shelter.

The panel further noted (National Research Council, 1995:224-225)
that any attempt to develop thresholds that appropriately recognize needs
for medical care runs into the second problem: such needs are highly vari-
able across the population, much more variable than needs for such items
as food and housing. Everyone has a need to eat and be sheltered through-
out the year, but some people may need no medical care at all, and others
may need very expensive treatments. One would have to develop a large

®Beginning in 2014, the Affordable Care Act will eliminate a number of techniques for
adjusting or “rating” insurance premiums on the basis of such characteristics as preexisting
medical conditions or health status (see http://101.communitycatalyst.org/aca_provisions/
setting_premiums).
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number of thresholds to reflect different levels of medical care need, thereby
complicating the poverty measure. Moreover, the predictor variables used
to develop the thresholds (e.g., age, self-reported health status) may not
properly reflect an individual’s medical care needs during any one year:
some people in a generally sicker group may not be sick that year and vice
versa for people in a generally healthier group. As a result, it would be very
easy to make an erroneous poverty classification.

Another issue is how to account for out-of-pocket medical care costs.
Even groups with medical insurance coverage, such as the elderly, pay some
of their medical expenses directly, and the dollar amounts for such expenses
as health insurance premiums, deductibles, copayments, and payments for
uncovered services can be high. Yet little thought had been given prior to
the 1995 NRC report as to how to adjust the poverty thresholds or the
family resource definition to appropriately account for these costs.

The publication of the 1995 NRC report stimulated extensive research
on various elements of the NRC-proposed measure of economic poverty,
but it prompted only a few studies on developing a separate measure
of medical care economic risk—including those by Doyle (1997); Doyle,
Beauregard, and Lamas (1993); Moon (1993); and Short and Banthin
(1995). Since that time, hardly any more work has been done, despite
increasingly high medical care costs and spending, including increases in
insurance premiums and other out-of-pocket expenses, that have put fami-
lies at increasing financial risk.

Recent preliminary estimates of the financial burden of medical care
among the U.S. population based on National Health Interview Survey
data collected from January 2011 through June 2011 show that, in the
first 6 months of 2011, 20 percent of people—or 1 in 5—were in a family
having problems paying medical bills in the past 12 months; 26 percent of
people—or 1 in 4—were in a family paying their medical bills over an ex-
tended period of time; and almost 11 percent of people—or 1 in 10—were
in a family that had medical bills they were unable to pay at all. Overall,
32 percent of people, rising to 41 percent of poor people and 46 percent of
near-poor people, were in a family experiencing one or more of these kinds
of problems in paying for medical care (Cohen, Gindi, and Kirzinger, 2012).

Renewed interest in a measure of medical care economic risk has come
about from the enactment of the Patient Protection and Affordable Care Act
of 2010 (ACA), which is designed to significantly extend health insurance
coverage in the United States and reduce the financial burden of premiums
and other out-of-pocket expenditures for low- and middle-income families.
Its passage underlines the potential usefulness of a measure of medical care
economic risk that could monitor the effects of various ACA provisions, as
well as changes in other medical care programs such as Medicare, on the
economic well-being of the U.S. population. The measure would provide
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policy makers with a targeted indicator of the level of financial risk faced
by Americans due to medical care costs.

THE PANEL STUDY

Contract Charge to the Panel

The U.S. Department of Health and Human Services (HHS) is respon-
sible for carrying out the provisions of the ACA. To monitor the effective-
ness of health care reform in providing coverage for low-income families
and children, a new SPM became available to HHS in fall 2011; the new
measure subtracts health insurance premiums and other out-of-pocket ex-
penses for medical care from income in determining a family’s resources
for basic needs (see Short, 2011). To the extent that provisions of the
ACA or changes in other health care programs affect premiums and other
out-of-pocket expenses, the SPM poverty rate will be higher or lower than
otherwise. However, the SPM will not directly assess the extent to which
population groups are likely to incur medical care needs that put them at
financial risk.

HHS would also find useful a companion measure of medical care eco-
nomic risk, which estimates the proportion of families and children who
are at risk of incurring high out-of-pocket medical care expenses, including
health insurance premiums, in relation to their resources, for monitoring
the effectiveness of health care reform. Such a measure would enable HHS
to answer such questions as which groups face a greater likelihood of eco-
nomic insecurity due to lack of or inadequate health insurance coverage.

In fall 2010, the Office of the Assistant Secretary for Planning and
Evaluation in HHS requested the NRC and the Institute of Medicine (IOM)
to convene an ad hoc panel of experts to

organize, commission papers for, and conduct a public workshop to criti-
cally examine the state of the science in the development and implementa-
tion of a new measure of medical care risk as a companion measure to
the new Supplemental Poverty Measure. An agenda for the workshop
will be developed by the panel to examine retrospective and prospective
measures of medical care risk, defined as the risk of incurring high out-of-
pocket medical care expenses (including insurance premiums) relative to
income. It will consider the variability of risk across populations and the
vulnerability of population groups, including the insured, underinsured,
and uninsured and those with chronic health conditions, acute but not
catastrophic conditions, catastrophic conditions, and other relevant is-
sues. Based on the workshop and its deliberations, the panel will prepare
a report with findings and recommendations that will help the field to
move forward to implement a new measure of medical care risk that will
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be valuable for monitoring the implementation of health care reform. The
report will include a summary of the workshop and commissioned papers.

As expressed by the sponsor, much work has been done on a new
income poverty measure, the Supplemental Poverty Measure, but the medi-
cal care economic risk measure is a separate measure and needs to move
forward.

In response to this request, the NRC’s Committee on National Statis-
tics, in collaboration with the IOM’s Board on Health Care Services, ap-
pointed a panel of nine members representing a range of expertise related
to the scope of the study.

Study Approach

Developing a measure of medical care economic risk presents many
difficult issues relating to defining risk, resources, and financial burden.
Such issues include

e  considering basic concepts, such as prospective versus retrospective
measures, the difference between measures of incurred financial
burden and expected financial risk, and the unit of analysis (family
or individual);

e categorizing and estimating health risks (acute, chronic, cata-
strophic) for population groups and the associated costs;

e establishing thresholds for medical care affordability;
determining adequacy of health insurance benefit plans;
determining if and how to adjust components of the measure for
people living in different geographic areas or other factors;

e deciding on what to count as resources to meet medical care ex-
penditure needs (specifically, whether and how to count assets in
addition to income); and

e determining how best to achieve operational feasibility, data qual-
ity, and timeliness of the resulting medical care economic risk
measure.

The panel executed its charge to “critically examine the state of the
science in the development and implementation of a new measure of medi-
cal care economic risk as a companion measure to the new Supplemental
Poverty Measure” through the conduct of a workshop, panel meetings,
and background research. The panel’s goal was to advance the develop-
ment of a measure to inform policy that is feasible to collect and estimate
and that will monitor changes in medical care economic risk as health
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care reform is implemented and other relevant public- and private-sector
changes occur.

The panel met face to face three times. The first meeting focused on
planning the workshop as called for in the study contract, including devel-
opment of an agenda and identification of potential participants. To avail
ourselves of expert and detailed analysis of key issues beyond the time and
resources of our members and as called for in the study contract, the panel
commissioned three background papers from experts in the subject areas,
which appear in Part III:

e  “Conceptual Framework for Measuring Medical Care Economic
Risk” by Sarah Meier and Barbara Wolfe;

e “Incorporating Data on Assets into Measures of Financial Burdens
of Health” by Jessica S. Banthin and Didem Bernard; and

e “An Assessment of Data Sources for Measuring Medical Care Eco-
nomic Risk” by John L. Czajka.

The workshop on Developing a Measure of Medical Care Economic
Risk was held on September 8, 2011, and a summary prepared by the rap-
porteur is included in Part II. The second meeting of the panel was held
immediately following the workshop to deliberate on the workshop discus-
sions and to reach agreement on a preliminary outline of the final report.
The third and final meeting was devoted to reviewing the draft chapters and
reaching consensus on the panel’s findings and recommendations.

Scope and Limitations

The scope of the study is complex, covering a wide range of issues
from concepts and definitions to issues of thresholds and resources, sources
of needed data, methods, implementation, and application in assessing
program performance. Many other issues relevant to the broad subject
areas of health and health care exist. Although the panel recognizes their
importance, their discussion is beyond the scope of this study. Within the
constraints of time and available resources, the panel did not address every
issue but covered those areas specifically called for in the contract charge.
For example, we addressed medical care and not all aspects of health and
health care; we addressed issues of financial risk of medical care and not all
medical care risks; and we focused on survey data rather than on model-
ing issues. The panel also did not examine the impact of various insurance
plans on out-of-pocket spending or address the appropriate treatment of
medical care benefits and costs in measures of inequality.

More broadly, time and resources did not permit the panel to carry
out the original analysis that will be necessary to construct and refine spe-
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cific measures of medical care economic risk and burden. The panel has
endeavored to provide as much guidance as possible for needed research
and implementation, acknowledging that there are many issues that can be
resolved only on the basis of empirical work.

Regarding available survey data, the panel notes that the CPS ASEC,
which is the basis for the official poverty measure and the SPM and the
most feasible source for producing timely measures of medical care finan-
cial burden and risk, excludes institutionalized populations, most members
of the armed forces, and the homeless. (This is true of most major federal
household surveys.) This limitation places constraints on measuring medical
care economic risk for two reasons: (1) the definition of the survey universe
excludes respondents who are institutionalized residents at the time of the
survey; and (2) the cross-sectional design does not capture transitions into
or out of nursing homes and similar long-term care facilities.

To fully capture nursing home transitions and associated costs, one
would need a longitudinal survey design that included both the institu-
tionalized and noninstitutionalized components of the population, with
a mortality follow-back instrument to fill in the information lost due to
participant nonresponse after the time of death. With such data, prospec-
tive measures could be developed for the component of the population that
was noninstitutionalized at the start of, say, a 1-year follow-up period, to
capture an array of medical care and long-term care costs that are cur-
rently unmeasured. The downside of a longitudinal design is the time delay
in getting a measure needed to monitor the implementation of a policy or
program.

In one sense, it does not matter that data on transitions are lacking,
because the official poverty measure and the SPM both exclude the institu-
tionalized, so that people who move into nursing homes move out of the
universe for poverty measurement. However, this is a particularly signifi-
cant limitation for the measurement of prospective risk, in that the biggest
health-related economic risk for many elderly must be excluded.

ORGANIZATION OF THE REPORT

The panel used three criteria to guide the development of the report and
its recommendations. First, the subject areas examined must be relevant to
and within the scope and purview of the panel’s contract charge. Second,
the evidence and analysis should be sufficient to support and justify the
panel’s findings, conclusions, and recommendations. Third, recommenda-
tions should be clearly stated and attainable at reasonable cost.

The report is organized in a manner responsive to the contract charge.
Part I contains the panel’s review, conclusions, and recommendations. Parts
IT and IIT contain the resources obtained and used by the panel to assist
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in our deliberations. Part II is a summary of a public workshop held on
September 8, 2011, and Part III contains three background papers on key
issues commissioned from experts in the field.

Following this introduction, Chapter 2 describes the conceptual differ-
ence between medical care economic burden due to actual out-of-pocket
medical expenses and medical care economic risk, discusses why both
measures may be needed to inform national and state policies and assess
trends, and outlines why it is important to keep the measures conceptually
distinct. It also recommends an approach to measuring burden. Chapter 3
addresses concepts of resources and what should be included in a measure
of financial resources for assessing medical care economic risk and burden.

Chapter 4 focuses on developing the concept of medical care economic
risk as distinct from burden. It considers various methods, including retro-
spective and prospective approaches, to constructing a measure of medical
care economic risk and outlines the panel’s proposed approach.

Chapter 5 covers data sources for estimating the components of a
medical care economic risk index. Finally, Chapter 6 highlights the panel’s
key conclusions and recommendations for moving forward to develop and
implement a measure of medical care economic risk.

Although the principal intent of this report is to address the specific
concerns of the sponsor as defined in the contract charge, the panel hopes
that the report will provide guidance to a wider audience responsible for
the implementation of relevant policies and programs. The panel also hopes
the report will provide the basis for further research on the broader issues
of measuring the benefits and costs of medical care for the U.S. population.






Concepts of Medical Care
Economic Burden and Risk

As stated in Chapter 1, the 1995 National Research Council (NRC)
report Measuring Poverty: A New Approach recommended separating the
measure of economic (nonmedical) poverty from assessing the adequacy of
resources to meet medical care needs. The recommended approach was to
determine the poverty status of a family based on whether its after-tax in-
come, plus its near-cash in-kind benefits minus work-related expenses, child
support payments, and out-of-pocket payments for medical care expenses
(including insurance premium payments), was less than the family’s needed
level of spending for food, clothing, shelter, utilities, and a little more. This
approach makes possible a Supplemental Poverty Measure (SPM) that
can show explicitly how many more people are considered poor because
their resources are inadequate to meet essential needs based on disposable
income after taking into account spending on medical care expenses. The
traditional official U.S. poverty measure cannot make this determination
because it uses before-tax money income as the definition of family and
individual resources.

As directed by the U.S. Office of Management and Budget, the Cen-
sus Bureau added questions about out-of-pocket spending on insurance
premiums and medical expenses to its Current Population Survey Annual
Social and Economic Supplement (CPS ASEC) in 2010 to enable inclusion
of medical care expenses and premiums in SPM estimates.! The results

1These questions gave estimates that compared favorably with estimates of out-of-pocket
medical care costs in the Medical Expenditure Panel Survey (see Czajka, in Part III of this
volume).

27
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for 2010 were published by the Census Bureau in November 2011 (Short,
2011). Using the traditional measure, the poverty rate for 2010 was 15.2
percent. Using the new SPM, the poverty rate was 16.0 percent. The biggest
change was among the elderly, for whom the poverty rate was 9.0 percent
under the old poverty measure and 15.9 percent under the SPM (Short,
2011:6). This is not surprising given that the elderly as a group have the
most need for medical care, pay premiums for Medicare (and often private
insurance), and often have high out-of-pocket expenses for copays, deduct-
ibles, and noncovered services.

The Census Bureau went further to provide sensitivity analyses of the
effects of including and excluding particular factors from the new SPM.
These analyses indicated that the effect of subtracting out-of-pocket ex-
penses for medical care and insurance premiums from net income after
taxes, in-kind transfers, child support payments, and work-related expenses
was to increase the poverty rate by 3.3 percentage points in 2010—from
12.7 percent to 16 percent poor. This represents an increase of about 10
million people who were counted as poor by the SPM because of their
medical care expenses—during 2010 (Short, 2011:9).

These 10 million people who were pushed into poverty—as well as
people who would have been poor even if they did not have any medical care
expenses but were further impoverished by their out-of-pocket medical care
expenses—represent the proportion of the population who experienced the
economic burden of medical care expenses in their families’ inability to meet
their nonmedical needs. Over time, the SPM will be able to track changes
in the extent to which individuals and families with modest or low incomes
are impoverished as a result of spending on health insurance premiums and
other medical care expenses that are high relative to their incomes. However,
although the Census Bureau has the data available, its current reporting does
not assess the extent to which families or individuals who are poor with-
out considering medical care expenses are pulled deeper into poverty (well
below the threshold) as a result of health insurance premiums and medical
care expenses, nor does its reporting assess the extent to which families or
individuals with higher incomes pay large percentages for medical care.

With the enactment of the Affordable Care Act (ACA) in 2010, na-
tional policy set a goal of making health insurance and medical care af-
fordable by providing income-related premium subsidies and tax credits
and establishing national standards for health insurance to ensure access
with financial protection for essential medical care services. The ACA
establishes four tiers of health insurance coverage that will be available
through new health insurance exchanges, operated at the state level. The
tiers set the minimum amount of coverage most people must have to meet
the requirements of being insured beginning in 2014. They also serve as
benchmarks for premium and cost-sharing subsidies provided to lower and
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middle-income people who buy their own insurance in exchanges (Kaiser
Family Foundation, 2011b). All qualified plans are required to insure a
range of medical care services, including physicians, prescription medica-
tions, laboratory and diagnostic tests, and hospital care.

People purchasing coverage through the exchange will be able to
choose among four different levels of cost-sharing, with all plans required
to include an out-of-pocket maximum after which the insurance plan would
cover costs in full. These levels of coverage are specified using the concept
of an “actuarial value”:

e st tier (bronze) actuarial value: 60 percent, meaning on average a
person would pay 40 percent of the costs of medical care and the
health plan would cover 60 percent.
2nd tier (silver) actuarial value: 70 percent.
3rd tier (gold) actuarial value: 80 percent.

e 4th tier (platinum) actuarial value: 90 percent.

To satisfy the requirement to have insurance, people will be required to
have insurance at least at the bronze level. For families with incomes of 400
percent of poverty or higher, plans in all tiers would have an out-of-pocket
maximum of $5,950 per person or $11,900 per family.

Income-related premium assistance will be available for plans at the
silver level with additional income-related cost-sharing subsidies for in-
dividuals and families with incomes below 400 percent of poverty. The
ACA’s income-related premium and benefit provisions are relatively more
protective the nearer household income is to poverty, recognizing that such
households have limited income resources to pay for either premiums or
out-of-pocket expenses for medical care. As illustrated in Table 2-1, the
additional cost-sharing subsidies will result in a higher actuarial value than
silver for those with incomes below 200 percent of the official poverty
thresholds, including lower out-of-pocket maximums. Those buying cover-
age on their own and not eligible for the Medicaid expansion (up to 133
percent of poverty) will be eligible for a federal subsidy to help pay for the
cost of premiums.?

2For a summary of the Affordable Care Act provisions related to health insurance and
estimates for different levels of coverage, see Kaiser Family Foundation (2011a) at http:/
healthreform.kff.org/scan/2011/august/national-health-council-analysis-examines-potential-
cost-of-essential-health-benefits-package.aspx. Also see Congressional Research Service reports:
Medicaid and Children’s Health Insurance Program Provisions in PPACA (2010a); Medicare
Provisions in the Patient Protection and Affordable Care Act (PPACA) (2010b); and Private
Health Insurance Provisions in the Patient Protection and Affordable Care Act (PPACA)
(2010c). For more information on actuarial values, see http://www.kff.org/healthreform/
upload/8177.pdf.
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TABLE 2-1 Premium Tax Credits and Cost-Sharing Protections Under
the Affordable Care Act

Premium Actuarial

Federal Poverty Contribution as a Out-of-Pocket  Value:
Level (2011) Income Share of Income Limits Silver Plan
<133% S: <$14,484 2% (or Medicaid) 94%

F: <$29,726
133-149% S: $16,335 3.0-4.0% S: $1,983 94%

F: $33,525 F: $3,967
150-199% S: $21,780 4.0-6.3% 87%

F: $44,700
200-249% S: $27,225 6.3-8.05% 73%

F: $55,875 S: $2,975
250-299% S: $32,670 8.05-9.5% F: $5,950 70%

F: $67,050
300-399% S: $43,560 9.5% S: $3,967 70%

F: $89,400 F: $7,933
>400% S: >$43,560 — S: $5,950 —

F: $89,400 F: $11,900

Four levels of cost sharing:

o st tier (bronze) actuarial value: 60%

e 2nd tier (silver) actuarial value: 70%

e 3rd tier (gold) actuarial value: 80%

o 4th tier (platinum) actuarial value: 90%
Catastrophic policy with essential benefits package available to young adults and people whose
premiums are 8%+ of income.
NOTES: Actuarial values are the average percentage of medical costs covered by a health
plan. Premium and cost-sharing credits related to silver plan. F = family; S = single person.
For additional details, see The Commonwealth Fund Health Reform Resource Center: What’s
in the Affordable Care Act? Available: http://www.cmwf.org/Health-Reform/Health-Reform-
Resource.aspx.
SOURCE: Collins et al. (2012).

By expanding coverage to those who are currently uninsured and by
setting standards for health insurance benefits, the ACA seeks to limit not
only the economic burden of medical care expenses, but also the risk that
individuals or families will forgo needed medical care because of the cost
or be at financial risk if they should become sick or injured during the year.

Note that the ACA provisions and poverty thresholds for tax credits
for premiums and enhanced benefits apply to people under age 65. Cur-
rent policies are quite different for those aged 65 and older or disabled
and eligible for Medicare. As illustrated in Figures 2-1 and 2-2, for people
eligible for Medicare, the threshold for eligibility for full Medicaid coverage
ranges, at state option, from 75 to 100 percent of poverty for those who
are aged, blind, or disabled. For those with incomes at or near poverty,
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there are various thresholds for further help with premiums or cost-sharing
related to Medicare Part A (hospital) or Part B (doctor and other provider)
benefits. A different set of poverty-related thresholds applies for prescrip-
tion drug premiums and cost-sharing through Part D (see Figure 2-2). As
a result, current national and state policies are, in effect, assessing medical
care economic burden and potential risk differently for the elderly than for
the under age 65 population.

This chapter describes the conceptual difference between medical care
economic burden and risk, discusses why the panel thinks both measures
are needed to inform national and state policy and to assess trends, and
indicates why it is important to keep the two measurement efforts conceptu-
ally distinct. In our discussion of the economic burden of medical care ex-
penses, the panel endorses the 1995 NRC recommendations regarding the
approach to incorporating medical care expenses into supplemental poverty
measures. Specifically, the 1995 panel recommended that a family’s actual
level of spending on medical care—premium payments and out-of-pocket
medical care expenses—not be included in the definition of resources avail-
able to meet the family’s nonmedical needs. The 1995 panel recommended
that the adequacy of the family’s resources to meet its medical care needs
be reflected in separate measures.

As discussed below, our panel proposes building on the 1995 panel’s
approach to assessing burden, so as to enable policy makers to assess
trends over time, by providing a retrospective assessment of how the bur-
den of medically related expenses is changing across the income spectrum
and for different population groups and different geographic areas of
the country. Recommendations are provided that expand on the current
SPM and recent guidance from the Interagency Technical Working Group
(ITWG) (2010).

The chapter concludes with a discussion of why a measure of medical
care economic risk, in addition to metrics that assess medical care economic
burden, would add value and how the two approaches to assessing afford-
ability and the impact of policy changes could support each other. Chapter
4 further develops the concept of medical care economic risk, discusses
how risk measures could be useful for policy, and proposes approaches for
assessing medical care economic risk.

CONCEPTUAL OVERVIEW

Health insurance and medical care in the United States are expen-
sive. The most recent estimates indicate that the average annual premium
for a family health insurance policy reached $15,073, a figure based on
employer-sponsored group insurance, rising three times faster than wages
since the start of the decade (a 168 percent increase in premiums compared



34 MEDICAL CARE ECONOMIC RISK

with a 50 percent increase in wages).> For low- and even middle-income
individuals and families, health insurance costs have become increasingly
unaffordable unless employers pay a substantial share of premiums or the
household is eligible for assistance through public programs. People who
seek individual insurance face higher premium costs even apart from the
lack of employer subsidy.

Although expensive, health insurance is essential to ensure affordability
of medical care with financial protection. Given the high costs of medical
care, financial risks are very high if a family member or individual is sick
or injured and the family or individual is uninsured. Indeed, the purpose of
health insurance is to pool risks over the population and over lifetimes so
as to protect individuals and families from being unable to afford essential
care when faced with a medical event, such as pregnancy, cancer, a heart
attack, or a bone fracture, or when faced with ongoing costs due to chronic
disease, such as diabetes or congestive heart failure. Particularly for those
with annual incomes below or near the federal poverty level ($22,350 for a
family of four in 2011) or with modest incomes within two to three times
of the poverty level ($45,000 to $67,000 for a family of four in 2011), the
costs of a significant health event without health insurance would be likely
to result in the family’s going into debt, forgoing essential care, or being
unable to meet other basic family needs.

Having health insurance, however, is not a guarantee that needed
medical care will be affordable for a family. Today, not only are employers
requiring families to share more in the rising cost of premiums, but also
the policies they provide have larger deductibles and coinsurance rates that
make medical care less affordable. Policies sold on the individual market
and in the small-group market also often have limits on the amount that
insurance will pay for specific benefits or overall—leaving individuals and
families fully exposed to all costs above these limits.* A catastrophic health
event with limited benefits or limited coverage (for example, maximum
annual caps on what the plan will pay or specific limits on benefits) can
expose a family to the economic risk of poverty or bankruptcy even though
the family has insurance. Such households could be considered “underin-
sured”—remaining at high financial risk although insured all year (Schoen
et al., 2011; Short and Banthin, 1995). At the same time, being without

3Kaiser Family Foundation and Health Research and Educational Trust, Employer Health
Benefit Survey, 2011 Annual Survey, September 27, 2011, and related chartpack. Available:
http://ehbs.kff.org/pdf/2011/EHBS%202011%20Chartpack.pdf.

4Note that limits may be of less concern in the future as a result of the ACA insurance market
reforms. Starting in 2010, the ACA prohibits lifetime limits and begins to restrict the use of an-
nual limits, which will be prohibited in 2014. For phased-in thresholds, see Commonwealth Fund
Health Reform Research Center, detail at http://www.cmwf.org/Health-Reform/Health-Reform-
Resource.aspx#IntTool&cat={8A4BB2D4-0219-47D1-9CEB-1CB899A97E37}& page=2.
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health insurance coverage altogether clearly exposes families to the risk of
not being able to afford their medical care.

To assess both the economic burden and the risks of medical care costs,
the 1995 panel recommended two kinds of measures. It first reccommended
that the poverty measure (now the SPM) adjust income for taxes, tax cred-
its, near-cash transfers, child support payments, work-related expenses,
and premiums and other medical care expenses paid out-of-pocket, to look
at what income would be necessary to cover basic costs of living exclud-
ing medical care. When the other income adjustments are made first and
the subtraction of medical care expenses is then performed and the effects
shown separately, as the Census Bureau has done for the SPM, then this
becomes an estimate of burden, or how many more people are poor when
their medical care expenses, including premiums paid out-of-pocket, are
taken into account. The 1995 panel also envisioned a measure of medical
care economic risk that would assess the family’s ability to financially access
available medical care needed to maintain health or for the treatment of a
health crisis. The economic risk of not being able to afford one’s needed
medical care is reflected in either a high probability of not receiving the
needed care or of not being able to meet other family needs.

Conceptually, burden and risk of medical care expenses offer two
perspectives to assess the extent to which individuals and families have af-
fordable health insurance that is adequate to ensure access to medical care
with financial protection against out-of-pocket medical care expenditures
including premiums. Throughout this report, we refer to burden and risk
as distinct concepts and discuss why both metrics are needed and how the
two can inform each other.

e Burden is a retrospective measure that examines actual out-of-
pocket spending for health insurance and for medical care relative
to a family’s available income resources.

e Risk is a prospective measure that assesses the likelihood that a
family’s future out-of-pocket medical care expenditures would be
high or unaffordable relative to the family’s income resources.
As discussed further below and in more detail in Chapter 4, the
risk concept requires knowledge of whether the household has
insurance as well as information about the insurance benefits and
cost-sharing. It also requires knowledge of characteristics, such as
health status, that predict future needed care.

Both concepts of the burden and risk of medical care expenses are
based on defining what constitutes a family’s resources available for medical
care spending. Both concepts also require specifying how the family’s medi-
cal care should be compared to their resources. One question is whether the
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comparison to define affordability should be absolute (based on a differ-
ence) or relative (based on a percentage of available resources).

This chapter first looks at burden in the context of the SPM, which
takes medical care spending into account, then considers relative measures
of burden, and, finally, discusses the value added of developing a new mea-
sure of medical care economic risk.

MEDICAL CARE ECONOMIC BURDEN

Medical care economic burden measures what individuals and families
spend out-of-pocket for health insurance and medical care. Using poverty
as an absolute threshold is one approach to assessing the affordability of
medically related economic burden. Starting in March 2010, the Census
Bureau added questions to its annual household survey about medical out-
of-pocket expenses for insurance premiums and medical care services to use
in constructing a new SPM.

SPM Treatment of Medical Care

The SPM threshold concept for families’ basic needs includes food,
clothing, shelter, utilities, and a little more, but not medical care premiums
or other out-of-pocket expenses. Its definition of available resources for
nonmedical expenses is based on the economic concept of family income:
the maximum amount of consumption that the family could achieve from
current income (see Chapter 3 for a discussion of resource definitions).
Unlike the official poverty measure’s definition of resources that focuses on
pretax income received in cash, the SPM’s measure of resources is an after-
tax measure of income that includes the transfer income the family received
in-kind that could be used to meet its nonmedical needs. For example, the
market value of benefits from the Supplemental Nutrition Assistance Pro-
gram (formerly the Food Stamp Program), the Special Supplemental Nutri-
tion Program for Women, Infants, and Children, and free or reduced-price
school meals is included as a source of income available to meet the family’s
food needs. The market value of other government programs that provide
noncash benefits to help meet the family’s other nonmedical needs (shelter
and utilities) is also included in the SPM resource measure. To reflect the
reality that work-related expenses will be incurred by working families and
will not be available for spending on nonmedical needs (food, clothing,
shelter, and utilities), the SPM measure subtracts the amount of work-
related expenses, including the amount of child care paid by the family (the
market value of the child care up to a maximum minus any subsidy received
by the family). It also subtracts child support payments for children in an-
other household. Finally, and most importantly for the work of this panel,
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the SPM measure of resources subtracts the family’s out-of-pocket medical
expenses (both premium amounts and the family’s direct payments for any
medical care utilized by the family) incurred during the year.

Defining Resources for Medical Care Economic Burden

Although the SPM’s definition of available resources reflects what could
be spent on nonmedical needs, it is not appropriate for directly examining
a family’s ability to meet its past year’s medical expenses. That is because
the family’s past year’s medical spending is subtracted from its resources,
and the family’s medical needs are not accounted for in the SPM thresholds.
A measure appropriate for this purpose would define resources available
for the family’s medical spending by taking its SPM measure of resources
and then adding back its out-of-pocket medical spending but subtracting
its nonmedical needs (that is, the SPM poverty threshold for the family).

The result of these calculations for families that do not have sufficient
resources to meet their nonmedical needs would be a negative value. For
these families, the amount of available resources for medical spending
should be set to zero. A further complication will occur for families that
receive in-kind transfers. It is possible (although not likely) that the market
value of in-kind transfers may exceed the family’s needs for nonmedical
spending. Although the family will not be poor by the SPM measure, the
value of these in-kind transfers is not fungible and consequently is not avail-
able to pay for the family’s medical spending. The appropriate modification
to account for this potential problem would be to start with the SPM defi-
nition of resources, then subtract both the family’s medical spending and
market value of in-kind transfers and then subtract the positive difference
between the family’s needs and the market value of the in-kind transfers it
received.

It should be noted that the SPM definition of available resources and
the proposed definition of resources for measuring medical care economic
burden are based on a family’s income and consequently do not account for
the fact that the family’s assets may be available to defray its out-of-pocket
medical costs. Chapter 3 discusses the potential role of assets and how a
consideration of easily liquidated financial assets could be incorporated into
resources to assess the financial risk of being unable to meet health care
needs or being driven into poverty.

It should also be noted that the SPM definition of a family, which is
proposed for measuring medical care economic burden as well, begins with
but extends beyond the traditional Census Bureau definition that is used for
the official poverty measure. The traditional family definition includes two
or more people in a household, one of whom must be the householder or
reference person, who are related by blood, marriage, or adoption. Related



38 MEDICAL CARE ECONOMIC RISK

subfamilies (for example, a single parent and child who are related to the
householder) are considered part of the family. Unrelated individuals in a
household, such as roommates and boarders, are treated as single-person
families, as are members of a subfamily in the household, none of whose
members is related to the householder (for example, a boarder who has a
family member living with him or her). Foster children and other unrelated
children under age 15 are not included in any family for poverty measure-
ment because no income data are available for them.

The SPM definition starts with the traditional definition and adds the
following household members to the family: cohabitors and their children
and any other unrelated children who are cared for by the family, such as
foster children. This definition is broadly similar to the consumer unit defi-
nition that is used to develop the SPM poverty thresholds (Short, 2011:19).
Although the SPM family definition does not necessarily correspond to the
definition used for various kinds of health insurance coverage, employing
the same family definition for measuring medical care burden as for the
SPM is important for comparability.

Illustrative Effects of Medical Care Costs on Poverty

The Census Bureau is now publishing the number and characteristics of
the poor using the SPM, along with tables that show the net impact of each
adjustment to the SPM estimates if all other adjustments were in effect. As
shown in Table 2-2, subtracting medical care expenses from net after-tax
and transfer income significantly increased the SPM poverty rate in 2010
along with the number of people considered poor with income too low to
afford basic necessities.

Compared with the SPM adjusted for taxes, near-cash transfers, child
support payments, and work-related expenses but not for spending on
medical care or health insurance, the adjustment for medical care out-
of-pocket costs increases the poverty rate for all age groups. At the same
time, adjusting for taxes, transfers, child support payments, work-related
expenses, and medical out-of-pocket costs results in an SPM that increases
the percentage of the elderly who are considered poor and lowers poverty
rates among children compared with official poverty rates.

The adjustment does not, however, take into account people with net
incomes above the poverty threshold who have medical expenses that are
high relative to their income and who may well be forgoing medical care,
going into medical debt, or unable to meet other daily living expenses.
Nor does it count the uninsured with incomes above poverty who are at
risk if they become sick of seeing their net income fall below the poverty

threshold.
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TABLE 2-2 Medical Out-of-Pocket Expenses and the Census
Supplemental Poverty Measure

Percentage Poor

Poor in 65 or
2010 Millions  All <18 18-64 older
Poverty rate without 46.6 152%  22.5% 13.7%  9.0%

adjustment for taxes, transfers,
or medical care

Supplemental Poverty: adjusted 38.9 12.7%  154% 12.4%  8.6%
for taxes and transfers but not
medical care

Supplemental Poverty with adjustment 49.1 16.0% 182% 152% 159%
for medical expenses (premiums and care)

SOURCE: Short (2011).

AFFORDABILITY: ABSOLUTE OR RELATIVE CONCEPT?

The measurement of medical care economic burden discussed above
is framed in the context of an absolute measure of affordability related to
poverty, but there can also be relative measures of affordability that apply
to families along the entire income spectrum.

Affordability is in fact a difficult concept to define and consequently
to operationalize. There is consensus in the literature that affordability
needs to be considered in relation to a family’s resources. For example, a
$5,000 medical procedure might be affordable to a high-income individual
earning more than $100,000 a year but unaffordable to someone making
the minimum wage and already struggling to pay rent and cover food and
transportation costs. Considering income, there are two separate measures
of affordability that one could adopt:

1. An absolute measure: having sufficient available resources to meet
the cost of one’s medical needs after meeting the cost of nonmedi-
cal needs and necessities. The research SPM is one example of such
an absolute measure. Another example is the work by Gruber and
Perry that assesses consumer expenditures for necessities at varying
poverty-related income levels for the amount of “discretionary”
income that remains after paying for other necessities (Gruber and
Perry, 2011).

2. A proportional or relative measure: not having to spend a high
percentage of available income on one’s medical needs. Relative
measures of affordability require defining thresholds for what is
affordable and what is not. Examples of the use of this type of mea-
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sure are the work of Banthin, Cunningham, and Bernard (2008),
Schoen et al. (2011), and Short and Banthin (1995), who examine
medical expenditures as a percentage of income.

Thresholds for such a relative measure could also vary relative to
income. For example, the Children’s Health Insurance Program sets a
maximum of 5 percent of income for out-of-pocket medical care expenses
for families with incomes below 200 percent of poverty to reflect incomes
that are already stretched to meet basic nonmedical needs. The goal is to
avoid driving such families into poverty from medical care expenses. Rela-
tive thresholds could be higher for families with incomes in the middle of
the income distribution and could exclude from consideration those with
high incomes.

Similarly, as illustrated in Table 2-1, the ACA varies thresholds for
“affordability” for premiums or protection for medical care expenses de-
pending on income relative to poverty. For incomes below 133 percent of
poverty, the law provides for full Medicaid coverage without premiums
and with nominal cost-sharing. At higher income levels, the law establishes
different thresholds for premium tax credits. Above 400 percent of poverty,
the law in essence assumes that families will be able to afford premiums
and out-of-pocket expenses given the new standards for insurance that will
prevail starting in 2014—namely, bronze or better with an essential benefit
package.

Comparing the two types of approaches to affordability, the panel
concludes that the absolute measure is more appropriate in the context of
poverty analysis because it directly incorporates other needs of the family
into the measure. Consider a family that does not have sufficient resources
to meet its nonmedical needs. Yet its medical needs might only represent 1
percent of its available resources. Although this is a “small” percentage of
available resources, medical care is unlikely to be affordable because a fam-
ily living in poverty by definition does not have sufficient resources to meet
its other basic needs. Alternatively, consider a high-income family whose
medical care needs represent 15 percent of its available resources, yet, if the
family purchased all of their medical needs, it would still have substantial
resources remaining to meet its nonmedical needs.

Although both measures rely on being able to develop measures of
available resources and the medical needs of a family, the advantage of the
absolute measure is that it does not require an independent determination
of which thresholds to use to define affordability. In the absolute measure,
the nonmedical needs of the family and its available resources define af-
fordability, whereas the proportional measure would require a consensus
on what is a “high” percentage of available resources.
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The ACA in effect adopts both absolute and relative standards for af-
fordability as families with incomes above the official poverty threshold are
often living on incomes with little room for spending beyond daily living
costs and relatively low payments for health insurance. For the population
under age 65, the ACA expands eligibility for Medicaid with full premium
support and nominal cost-sharing to individuals and families with incomes
up to 133 percent of poverty (including single and childless adults) in an
effort to reduce both the burden and the risk of medical costs driving the
near-poor into poverty or competing with other necessities for those already
poor (see Figure 2-3). Above 133 percent of poverty, the ACA sets income-
related thresholds for premiums and insurance benefits that ask families to
pay more as a share of income as incomes increase. The premium tax credit
provisions seek to hold premiums to under 5 percent of income for incomes
below 150 percent of poverty and to 6 percent to a maximum of 9.5 percent
of income for incomes ranging from 200 to 400 percent of poverty. The
ACA also substantially lowers out-of-pocket limits and provides enhanced
actuarial value (lower cost-sharing) for those with incomes below 200 per-
cent of poverty to guard against families being unable to afford essential
medical care although insured.

In Gruber and Perry’s analysis (2011) of the potential of these provi-
sions to make health insurance and health care affordable, they conclude
that the provisions appear relatively well targeted, based on current expen-
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ditures for other necessities. An estimated 90 percent or more of households
with incomes up to 400 percent of poverty will be able to afford the costs
of necessities, premiums, and average out-of-pocket costs for medical care
based on current consumption patterns. However, their analysis indicates
that, in the 200 to 300 percent of poverty range, those with health care
needs that put them in the top 10 percent of the spending distribution could
face unaffordable costs.

As the ACA insurance provisions are implemented, it will be important
to have a measure of the economic burden of medical care costs (premi-
ums and out-of-pocket spending) that assesses whether the reforms lower
the burden for those with incomes near or below poverty and moderate
the risk of expenditures that are high relative to incomes in the targeted
poverty ranges. It will also be important to assess whether the source of
high economic burdens comes from required premium payments, indicat-
ing that premium subsidies are inadequate, or from out-of-pocket medical
care expenses, pointing to potential gaps in insurance benefit design. Such
assessments are possible with data collected by the Census Bureau for pur-
poses of the SPM.

The new law also relies on states to set up insurance exchanges, provide
choices of plans that will be eligible for premium tax credits, and expand
Medicaid. States vary in their enthusiasm and commitment to implement
the legislation. Based on Medicaid’s historic experiences, states also vary in
how easy or difficult they make it to enroll. Thus, the extent to which new
provisions for premium assistance and limits on out-of-pocket exposure for
medical care succeed in lowering burden and risks for poor, low-income,
and middle-income families may vary substantially across states.

Currently available data enable a cross-sectional perspective on medical
care economic burden using essentially a 1-year time horizon for income
and medical-related expenses. To the extent that individuals or families
incur expenses in 1 year that result in debt they are paying off over time,
measures related to current-year spending will capture at best the amount
paid off in the current year and any new medical expenses. The measures
will be unable to assess whether some households incur high expenses year
after year. Because of this limit it would be useful to continue to build on
the Supplemental Poverty Measure to assess and track how medical care
economic burden changes over time.

RECOMMENDATIONS FOR MEASURING
MEDICAL CARE ECONOMIC BURDEN
Providing Additional Information in Census Bureau SPM Reports

In the context of new national medical care policy that makes a com-
mitment to affordability with explicit standards and thresholds, the im-
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portant roles that states will play going forward, and policy differences by
age, the panel recommends three actions for consideration in future Census
Bureau publications to show the extent of medical care economic burden
in relation to the SPM. All three recommendations assume continuation of
the current treatment of medical care out-of-pocket expenses in the SPM
resource definition—that is, subtracting medical spending from net income
adjusted for taxes, in-kind transfers, child support payments, and work-
related expenses.

Recommendation 2-1: The panel recommends that the U.S. Census
Bureau refine its Supplemental Poverty Measure (SPM) reports and
tables to include the estimated effects of medical care economic bur-
den on poverty by component, showing the effects of premiums sepa-
rately from other out-of-pocket expenses. It further recommends that
the SPM reports and tables include the estimated effects of medical
care economic burden by region or state, recognizing that aggregation
over time or by groups of states may be necessary to obtain reliable
estimates.

By this recommendation the panel supports not only showing the ef-
fects on SPM poverty estimates of the composite measure of out-of-pocket
medical care spending, as is currently done, but also showing separately
the effects of spending on out-of-pocket premiums and medical care costs
to assess the impact of each on the SPM estimates. The panel also urges
that Census Bureau SPM reports provide not only national estimates, but
also estimates at the state or regional level to assess how medical care eco-
nomic burden varies geographically. If state samples are not sufficient for
single-year estimates, the Census Bureau should consider combining years
or combining estimates for specific geographic areas that include several
states, or both.

Reporting such data annually will provide an absolute measure of the
number of people who become poor as a result of medical costs, the extent
to which it is premiums or other spending on medical care or both that
move people into poverty, and the extent to which medical care economic
burden varies depending on where individuals and families live. This infor-
mation will be important to efforts to track changes as Medicaid expan-
sions and other insurance reforms unfold. It will also provide information
during recessions regarding whether insurance reforms are able to protect
families when their incomes fall.

Recommendation 2-2: The panel recommends that the U.S. Census
Bureau examine medical care economic burden in its Supplemental
Poverty Measure (SPM) reports and tables by providing estimates of
the number of people who move from higher to lower multiples of the
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SPM poverty thresholds—including thresholds above and below the
poverty level—because of their health insurance premiums and other
out-of-pocket medical care costs.

By dividing the population into poverty-related groups up to 400 per-
cent of poverty, the Census Bureau could use estimates of spending on
premiums and medical care to assess whether such expenses are moving
families into or nearer to poverty or are moving already-poor families into
deeper poverty. For example, after accounting for medical care expenses,
how many households move from above 200 percent of poverty to below
150 percent or below 100 percent of poverty? How many already-poor
families (considering their disposable income before subtracting medical
care costs) are moved below 75 percent or 50 percent of poverty?®

Recommendation 2-3: The panel recommends that the U.S. Census
Bureau report findings on medical care economic burden in its Supple-
mental Poverty Measure reports and tables separately for the popula-
tions under age 65 and ages 65 and older.

Very different health insurance coverage policies currently apply for
those reaching age 65 and eligible for Medicare compared with the popu-
lation under 65. Because of this difference, it would be useful to report
all measures of economic burden and risk separately for the populations
under age 65 and ages 65 and older. Another reason to show estimates
separately for the two age groups concerns differences in asset holdings.
There is substantial evidence (see Table 2-3) that people under age 65 with
incomes at or below 300 percent of poverty have few resources (including
assets) to draw on in the event of a health episode that leads to medical
care costs that are high relative to their incomes (see Banthin and Bernard,
in Part III of this volume). The elderly tend to have greater assets than
those under age 65, although, as illustrated in Table 2-3, for those near
poverty (income below 200 percent of poverty), assets, including the net
value of homes, are often meager to last a lifetime. Half of the elderly in
the near-poverty range have less than $77,300 in total assets. Banthin and
Bernard (Table A-2, in Part III of this volume) provide a full distribution.
(See Chapter 3 for a discussion of the potential role of assets in measuring
medical care economic risk.)

5The Census Bureau in November 2011 prepared a special tabulation for the New York
Times that is a limited example of what the panel has in mind. See http://www.census.gov/
hhes/povmeas/methodology/supplemental/research/Special Tabulation.pdf.
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TABLE 2-3 Median Total Net Assets Among Nonelderly and Elderly
Households by Poverty Group, 2008

Under Age 65 Age 65 and Older

All incomes: Median Net Assets $20,151 $146,334
Poor (<100% poverty)

Percentage poor 13.8% 10.3%

Median net assets $0 $20,686
Low Income (100-199% poverty)

Percentage low income 17.4% 26.1%

Median net assets $2,341 $77,301
Middle Income (200-399% poverty)

Percentage middle income 31.5% 29.0%

Median net assets $15,518 $136,472
High Income (400% poverty)

Percentage high income 37.3% 35.7%

Median net assets $133,838 $355,370

SOURCE: Analysis of MEPS 2008. Poverty uses CPS definition of family. Assets include the net
value of financial and nonfinancial assets, including real estate. Banthin and Bernard (2012)
(in Part IIT of this volume).

Should the Census Bureau Consider Adjusting Medical
Care Spending for Underspending by the Uninsured?

Measuring the actual economic burden of medical care, as is done
in the expanded SPM reports recommended here, will underestimate the
impact on uninsured people who may spend less than judged medically
necessary, given their health care needs, because they cannot afford medical
care.® The ITWG suggested that the Census Bureau investigate the “pros
and cons” for the SPM resource definition of making an upward adjust-
ment to medical care spending for the uninsured, based on what they might
have spent if insured, considering their age and health status (Interagency
Technical Working Group, 2010). Such an adjustment would point out that
the uninsured are at risk even if they did not incur medical care expenses.

The panel agrees with the need to include the uninsured in any as-
sessment of people who are at risk for going without needed health care

°In speaking about spending for medical care received by uninsured people, we mean incur-
ring medical expenses without regard to whether the bills are paid or not. To the extent that
the uninsured are unable to pay or incur medical debt and unpaid bills, the current questions
added to the CPS ASEC may actually undercount medical care economic burden because the
survey asks about actual out-of-pocket expenses for medical care. Efforts to assess prospective
risk would look at the risk of incurring medical expenses regardless of whether the expenses
are paid.
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because of costs or who are potentially at financial risk if they should have
an illness or injury and be unable to postpone care. Indeed, research studies
regularly find that the uninsured with low incomes spend a high share of
their income on health care although they also report going without recom-
mended care because they cannot afford it. That said, the panel thinks that
modeling risk prospectively should be separate from metrics that measure
actual spending retrospectively. Projecting medical economic risk should
take into account insurance coverage, health status, and income to predict
the population at risk of potentially unaffordable costs (see Chapter 4).
The strong advantage of the SPM and annual counts of poverty rates
is that all of the estimates are based on what happened as reported in
household surveys—rather than estimates of what might have happened.
To the extent that policies succeed in enrolling the uninsured into plans
that provide affordable insurance with low or no premiums for those who
are below or near poverty, with insurance choices that enhance access with
protection against out-of-pocket medical care bills, the economic burden
approach currently used by the Census Bureau should find a reduction in
the number of people who are impoverished by out-of-pocket medical care
costs as well as a drop in the number of uninsured. Similarly, for those with
insurance, if policy reforms result in benefit standards that improve protec-
tion and new premium subsidies that lower premium costs, the medical eco-
nomic burden approach that the Census Bureau is currently using should
indicate a reduction in the number of insured families with low incomes
that have high out-of-pocket medical care costs for medical care. If, how-
ever, policy reforms fail to limit premiums or out-of-pocket costs relative to
income, the current medical burden approach of the SPM would indicate
either no improvement or more people impoverished due to medical spend-
ing. To inform policy, it will be important for the Census Bureau’s SPM data
to reflect trends in actual spending—not hypothetical spending. Therefore,
there should be no adjustment for underutilization of medical care by the
uninsured in the SPM estimates of medical care economic burden.

Recommendation 2-4: The panel recommends that the U.S. Census
Bureau continue to use a definition of resources for the Supplemental
Poverty Measure and estimates of medical care economic burden that
incorporates estimates of actual out-of-pocket spending on health in-
surance premiums and other out-of-pocket expenses for medical care.
The Census Bureau should not model potential spending for people
lacking health insurance coverage.

Contrary to the Interagency Technical Working Group’s suggestion that
the Census Bureau explore an adjustment for potential underuse of medical
care for the uninsured, we recommend that the Census Bureau continue
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to use actual spending in its SPM estimates. Assessment of potential risk
should be done using separate measures of medical care economic risk that
take into account such characteristics as age, health status, whether or not
the family or individual has insurance, and insurance benefit designs. It will
be important to keep metrics that assess burden anchored in retrospective
costs—what actually happened—and distinct from measures of risk that
predict medical spending prospectively to assess the population at economic
risk as a result of being uninsured or inadequately insured.

MEDICAL CARE ECONOMIC RISK

At the same time, we agree with the 1995 panel recommendations that
it is important to also develop a new measure of medical care economic risk
that prospectively assesses financial risk to low- or middle-income families
who are either uninsured or inadequately insured given their incomes and
health status. The latest data from the Census Bureau indicate that about
50 million people, 16.3 percent of the noninstitutionalized population,
were uninsured in 2010 (Short, 2011).” If individuals live in families that
do not have sufficient income to meet their nonmedical needs and thereby
qualify as poor, it should follow that all of the uninsured who are poor
will not be able to “afford” their needed medical care without facing a
bigger deficit with regard to their nonmedical needs. In other words, any
uninsured family or person considered poor based on income, not count-
ing medical care spending, is at risk because the SPM poverty thresholds,
by design, do not include an allowance for medical care needs and instead
subtract out-of-pocket medical care spending from resources. (It is also
arguable that the official poverty thresholds, first developed from 1955
data for 1963 and updated for inflation since that time, do not include an
adequate allowance for today’s levels of medical care.) The SPM estimates
only disposable income needed for housing, food, and other nonmedical
necessities. Although the poor are at the greatest risk of being uninsured
(31.4 percent were uninsured in 2010—almost twice the average rate in
the population), the poor constitute only 29.1 percent of the uninsured
population.® The majority of uninsured individuals (62.8 percent) live in
families whose incomes are more than 125 percent of the poverty threshold.
But how many of these individuals could “afford” to have their health care
needs addressed? How many are forgoing care or going into debt to pay for

"The statistics cited were taken from the Census Bureau website and Census Table Creator:
http://www.census.gov/hhes/www/cpstables/032011/health/toc.htm. In the P60 reports, the
Census Bureau only reports the relationship between income and insurance coverage, not
poverty status.

8The definition of poverty used in these statistics is the current official poverty definition,
not the SPM definition reflecting the 1995 panel’s recommendations.



48 MEDICAL CARE ECONOMIC RISK

care or are at risk for very high costs relative to their incomes in the event
of a significant health event?

The same questions apply to those with public or private insurance
with policies that would provide inadequate protection in the event of a
major health event, either because of very high cost-sharing, limits on the
total amount the insurance will pay, or gaps in essential benefits. A mea-
sure of medical care economic risk is needed to assess the exposure to, or
potential for, incurring expenses in the future.

This is especially true because of the skewed nature of medical care
costs. Each year the sickest 10 percent of the population accounts for about
two-thirds of all spending, and the sickest 5 percent accounts for about half
of total spending. At the same time, the healthiest half of the population
accounts for just 3 percent of total spending (see Figure 2-4). The spending
levels for each of the groups, not surprisingly, are very different: among the
sickest 1 percent in 2009, each person spent more than $50,000, with an
average of $90,000. In contrast, the healthiest half of the population spent
$850 or less in 2009. Analysis over time indicates that a significant share
of the sickest people remain “sick” in the following year—about 40 percent
of the top 10 percent are in this group the following year. However, there
is also substantial movement, as any major health event results in a shift in
spending levels (Cohen and Yu, 2012).
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FIGURE 2-4 Health care costs concentrated in sick few—sickest 10 percent account
for 65 percent of expenses.

NOTE: The means are for the respective percentiles up to that value. Thresholds
indicate dividing points between groups.

SOURCE: Analysis of MEPS, S. Cohen, Agency for Healthcare Research and Qual-
ity, for NAS Panel Report, April 13, 2012.
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To the extent that insurance benefits are well designed, coverage would
facilitate and pay for access to essential, effective care when in need and
also encourage preventive care and ongoing care for chronic disease to
avoid deterioration in health status and still higher health care costs. With
information about health, age, work status, and other predictors of health
care needs and information about insurance status and type, a measure of
medical care economic risk would be able to predict the likelihood that dif-
ferent population groups would incur high out-of-pocket medical expenses,
assuming they received care based on their health needs. Conceptually, such
a measure would capture the extent to which the uninsured are using far
less medical care than expected given their age and health status (under-
utilization) and also whether insurance policies are leaving low- or middle-
income patients and their families at risk of economic costs that would be
high relative to their incomes if they became sick—whether or not actual
spending occurred (see Meier and Wolfe, in Part III of this volume).

In combination with measures that track medical care economic bur-
den, such a measure of medical care economic risk would add value over
time by identifying the source of risk. For example, as stated earlier in the
chapter, once fully implemented, the ACA insurance provisions will offer
the uninsured and low-income households a choice of plans with differ-
ent actuarial values (labeled bronze, silver, gold, and platinum). Because
these benefit designs may be relatively standardized, it would be possible
to include an additional question in such surveys as the CPS ASEC and the
Medical Expenditure Panel Survey regarding plan choice level, or at some
point in the future merging this information with enrollment files, especially
for those who receive premium assistance.” Using a combination of retro-
spective data on past spending patterns, it would be possible to project risk
in advance of enrollment changes (see Chapter 4 on modeling medical care
economic risk and Chapter 5 on potential data sources for development and
implementation of a model).

Such modeling is analogous to what actuaries do when estimating next
year’s premium rate for a specific population with a specific insurance ben-
efit choice. Such premium projections include patient out-of-pocket costs
as well as payments covered by the insurance plan. There are several issues
in developing such a prospective measure of medical care economic risk
for purposes of assessing the potential that medical care expenses could
impoverish a family or lead to forgone care as a result of costs. These in-
clude having sufficient information on (1) predictors of health risks (such
as jobs, chronic conditions, age and sex, past history of health problems),

We note that the Department of Health and Human Services is already taking steps to
include on a regular basis or to test some of the information that will be required to measure
medical care economic risk; see http://aspe.hhs.gov/hsp/12/surveyenhancements/ib.shtml.
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(2) resources, and (3) the type of insurance to estimate financial exposure.
With such information, as a companion to the SPM and consistent with
the measure of medical care economic burden, a measure of medical care
economic risk could be calculated for families (and unrelated individuals),
as defined in the SPM. !0

As with metrics to assess burden, a measure of medical care economic
risk could be used either in conjunction with an absolute standard, such as
a poverty measure, or with a relative standard, with thresholds that vary
by poverty-income groups. A difference in approaches is that a measure of
medical care economic risk would not necessarily have to take premiums
into account, as premiums could be treated as regular recurring expenses.

Ideally, a measure of medical care economic risk would also provide
information on the gains in welfare from having insurance that ensures ac-
cess to essential care and that protects against economic risk when sick, at
a premium cost that is affordable relative to income. For example, it could
capture the extent to which patterns of care shift away from admissions to
the hospital for potentially preventable complications of chronic disease or
indicators of receipt of care, such as preventive dental care and early detec-
tion and treatment of cancer, that can improve quality of life and potentially
avoid premature death.

10The SPM expands the family concept used in the official poverty measure to include
same-sex spouses, unmarried partners, foster children, and other unrelated children. The
expanded family is designed to match or at least better approximate the family unit used in
the Consumer Expenditure Survey, which is the data source for the SPM poverty thresholds
(Provencher, 2011).



Concepts of Resources

This chapter examines issues in defining resources for use in measur-
ing medical care economic risk (MCER)—the prospective risk that an
individual or family will be unable to afford needed medical care or will
be at high financial risk.! In the end, the choice of a measure of resources
will be tightly constrained by the choice of a survey to serve as home to a
measure of MCER, and in this decision the measurement of medical care
risk is likely to dominate the measurement of resources. Nevertheless, it
is important to understand the key issues that exist in defining resources
and the potential implications of including or excluding particular types
of resources. The official measure of poverty in the United States as well
as the new Supplemental Poverty Measure (SPM) are income-based and
therefore more appropriately described as measures of income poverty. The
resources available to families in meeting their financial needs also include
assets—the product of families’ saving and investment activities over the
life course. In this chapter we consider what sources of income should be
included in the definition of resources in measuring MCER and whether
some portion of assets should be included in resources as well. In Chapter
5, we review the strengths and weaknesses of alternative data sources for
measuring resources in addition to measuring premiums and other out-of-
pocket medical care costs.

1As we noted in Chapter 2, the proposed measure of medical care economic burden, which
is derived from the SPM, will use the SPM definition of resources.

51
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CONCEPTUAL ISSUES IN DEFINING RESOURCES

A fundamental question facing the panel is whether the definition of
resources to be used in measuring MCER should be equated with either of
the income concepts that the Census Bureau employs in producing the of-
ficial estimates of poverty in the United States or the new SPM published in
November 2011, or whether a different concept would be more appropri-
ate. In this section we discuss the Census Bureau income concepts and some
of their limitations, review two alternative income concepts (Haig-Simons
and federal income tax) and a consumption-based concept, and discuss the
role of assets in meeting financial needs.

Income Concepts in Poverty Measures

The Census Bureau uses a reasonably well-defined concept of money
income to produce the official, annual estimates of household income and
poverty for the United States. A family’s annual money income, as measured
in the Current Population Survey Annual Social and Economic Supplement
(CPS ASEC), is compared with a threshold value that varies by family size;
the number of children under age 18; and for one- and two-person house-
holds, whether the family reference person is age 65 or older. For the SPM,
the Census Bureau substitutes a measure of disposable income for money
income and uses an alternative set of thresholds. The two sections below
define these two income concepts, laying out what they include and what
they do not include.

Money Income

The Census Bureau’s concept of money income as applied in the CPS
ASEC is defined as total pretax cash income excluding lump sum payments
and capital gains (Ruser, Pilot, and Nelson, 2004). Common sources of
income that may be received as lump sums and therefore excluded from
money income include bequests, life insurance (both survivor benefits and
withdrawals of accumulated cash value unless converted to an annuity),
and cashouts or withdrawals of pension and retirement funds. In excluding
lump sums, the Census Bureau distinguishes between lump sums and regu-
lar payments, implying that these are the only two ways that income from
these sources can be received. With the growth of new types of retirement
accounts, which we discuss below, people make periodic withdrawals that
are neither regular payments nor lump sums as these terms are commonly
understood. This ambiguity is one of the issues with the application of the
concept of money income—particularly for the measurement of economic
well-being.
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Another issue is that, in being restricted to cash, money income excludes
the value of noncash benefits, which have become increasingly important
in sustaining a segment of the population. Benefits from the Supplemental
Nutrition Assistance Program (SNAP, formerly the Food Stamp Program)
have an explicit cash value, which recipients use to purchase food. The free
and reduced-price meals that students receive through the National School
Lunch and School Breakfast Programs have an explicit monetary value as
well, although their value is more restricted in its use than SNAP benefits.
Housing subsidies are another type of noncash assistance that can be as-
signed a value. For decades, researchers and the Census Bureau itself have
used the reported value of SNAP benefits and assigned cash values to other
noncash benefits in order to develop alternative measures of income for
the purpose of measuring the contribution of federal and state programs
to combating poverty (see, for example, DeNavas-Watt, Cleveland, and
Webster, 2003; Smeeding, 1982).

Disposable Income

As a general concept, disposable income subtracts taxes from a pretax
measure of income. The Census Bureau’s concept of disposable income, as
used in the SPM, adds the cash value of noncash benefits while subtracting
not only taxes, but also work-related expenses (including child care), child
support payments to another household, and medical care out-of-pocket ex-
penses (including premiums).? Disposable income is intended to reflect the
income that is actually available to families to meet their economic needs
for food, clothing, shelter, utilities, and other basic necessities.

Limitations of CPS Income Concepts

Chapter 5 discusses a number of issues that affect the quality of income
measured in household surveys. This chapter focuses on conceptual issues
that contribute to the CPS ASEC underestimating income from two sources:
retirement and self-employment.

Retirement Income

As people approach age 635, they reduce their work hours at an increas-
ing rate, and many move into formal retirement. As this process unfolds,
earnings decline as a share of total family income and are replaced by a
variety of types of retirement income. The vast majority of retirees receive

2Work-related expenses are capped at the amount of the secondary earner’s earnings.
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Social Security benefits, which many supplement with income from other
sources. Not long ago, many received a traditional defined benefit (DB)
pension, whereby employers paid retirees and their survivors a monthly
benefit for life. In the private sector, DB pensions have been largely re-
placed by newer forms of retirement income in which employers and em-
ployees contribute funds to pension and profit-sharing accounts that the
employees manage as financial investments until they need to withdraw
funds to meet needs in retirement. DB pensions generate a regular income
flow, very much like Social Security benefits, but the newer, defined con-
tribution (DC) pension plans do not. Similarly, individual retirement ac-
counts (IRAs) allow individuals to create their own tax-advantaged savings
plans completely separate from employment. Here, too, the resources that
people accumulate in such plans are later tapped by making withdrawals
rather than receiving fixed payments. These new options for replacing the
earnings that are forgone in retirement have given rise to both conceptual
and measurement issues in determining how to value the resources that
these plans generate.

Withdrawals from savings, in general, are not construed as income
under the Census Bureau or alternative income concepts discussed below,
but the tax-advantaged savings plans that are replacing DB pensions receive
a different treatment. Thus, for purposes of federal income taxes, distribu-
tions from these plans are counted in adjusted gross income (AGI)—and
taxed as ordinary income—except for returns of contributions made with
after-tax dollars and rollovers to other tax-advantaged retirement vehicles.
Similarly, CPS ASEC money income includes regular payments from an
IRA, Keogh, 401(k), 403(b), or similar thrift plan. “Regular” is interpreted
by the respondent, but comparisons with fund withdrawals that can be
documented with administrative data indicate that very little of what is
withdrawn from these funds is being reported as income in the CPS ASEC.
For example, in 2004, Americans withdrew $139.9 billion from IRAs,
excluding rollovers, according to data collected by the Internal Revenue
Service (IRS) (Bryant, 2008). Of this total, $101.7 billion or 73 percent
was taxable—that is, counted in AGI. For the same year, the CPS ASEC
estimated only $6.8 billion in regular payments from not only IRAs but
also Keogh and thrift plans (Czajka and Denmead, 2011). Another Census
Bureau survey, the Survey of Income and Program Participation (SIPP),
separates regular and lump sum withdrawals from IR As, Keoghs, and thrift
plans. The CPS ASEC estimate for 2009 was 23.4 percent of the SIPP esti-
mate of regular withdrawals from these plans and 15.5 percent of the SIPP
estimate of total withdrawals (Czajka and Denmead, 2011).

Withdrawals from the newer sources of retirement income are still
dwarfed by payments from more traditional plans—namely, Social Security
benefits and DB pension payments—and the CPS ASEC captures high per-
centages of these income sources (over 90 percent for Social Security; see
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Czajka and Denmead, 2008). The mix is shifting, however, and the implica-
tion is that, without a new approach to defining and measuring retirement
income from nontraditional sources, the CPS ASEC will understate the
income of the elderly by an increasing amount in the years to come, which
could introduce a trend toward overestimating medical care economic risk.

Self-Employment Income

Theoretically, self-employment income is a net income: the revenue
taken in by a business over a period of time minus the expenses incurred
over the same period of time in order to generate that revenue. If a business
generates inventory, then that would be factored in as well. If the busi-
ness has a single owner (a sole proprietor), then all of the net income from
the business should be assigned to the single owner. Alternatively, a business
may have multiple partners, in which case the partnership’s net income is
allocated among the partners. A given partner’s share of the net income
is determined by that partner’s ownership share in the partnership.

Determining the net income from a business can be exceedingly com-
plex. The proprietor’s tax return provides one measure, but is a tax-based
measure conceptually appropriate for determining the contribution of the
business to the owner’s overall economic well-being? The designers of the
SIPP thought otherwise. They recognized that a business owner may draw
a salary from a business, which could provide a positive income flow even
if the business lost money overall. Rather than measuring just the profit or
loss from a business, then, SIPP included in self-employment income the sal-
ary that the owner drew from a business. The net profit or loss was added
to the salary to produce a measure of total self-employment income from
that business for a given reference period.

The Census Bureau has not adopted in the CPS ASEC the SIPP approach
to defining and measuring self-employment income. For this and other
reasons, the CPS ASEC identifies substantially less self-employment income
than the SIPP. For 2009, the SIPP estimate of aggregate self-employment
income was 80 percent higher than the CPS ASEC estimate (Czajka and
Denmead, 2012). Most of the difference occurred among families above 400
percent of poverty, for whom SIPP self-employment income was double that
of the CPS ASEC, but SIPP was higher at all ranges of relative income above
150 percent of poverty.

Other Income Concepts

Accrued Versus Realized Income

An issue that must be addressed in defining income is whether income is
counted as it is accrued or when it is realized (Nelson, 1987). Consider, for



56 MEDICAL CARE ECONOMIC RISK

example, a DC pension plan. The employer makes periodic contributions to
the employee’s account. Each year the account earns interest or dividends
or both. After many years, the employee begins to withdraw funds from the
account. If income is counted as it is accrued, then the employer’s contribu-
tions will be counted in the year that they are made, and the interest and
dividends will be counted in the year that they are credited to the account.
If income is counted when it is realized, neither the employer’s contributions
nor the interest and dividends will be counted until they are withdrawn.
The purpose for which income is being measured determines which of these
approaches is more appropriate. For macroeconomic applications, counting
income as it accrues is equivalent to counting income as it is generated by
the economy, and that will generally be the preferred approach. For ap-
plications to measuring the adequacy of income to meet recipients’ needs,
however, counting income as it is realized may be more appropriate. The
distinction between accrual and realization of income will be important
when we consider what to do about assets when defining resources for the
purpose of measuring MCER.

Haig-Simons Income

A frequent starting point for discussions of alternative income con-
cepts is the notion advanced by Haig (1921) and later Simons (1938) that
economic income is consumption during a period plus the change in net
worth. Stated somewhat differently, economic income is the amount that
can be consumed (over a specified period of time) without changing net
worth. Implicit in this notion is the idea that a net growth in assets—or a
net reduction in debt—is as much a part of income as a salary or wages.
Haig-Simons income provides a useful framework for thinking about the
broad range of resources that might be included in a measure of MCER.

Tax-Based Income

Providing a sharp contrast to the accrual focus of Haig-Simons income
is the concept of income that is applied to individuals by the federal tax
code. This tax-based concept, which recognizes income only when it is re-
alized, for the most part, is important to the discussion in this chapter not
only to highlight the differences that exist in how income is defined, but
also because major household surveys—including some that we discuss in
Chapter 5—sometimes refer their respondents to their tax returns when col-
lecting data on income. Tax-based concepts of income have become more
relevant to medical expenditures with the passage of the Affordable Care
Act, which imposes a uniform income concept defined in the tax code for
determining eligibility for Medicaid, the Children’s Health Insurance Pro-
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gram, and the new health insurance premium tax credits and cost-sharing
reductions created under the law.

AGI, which is calculated on the front page of IRS Form 1040, is the
amount of the taxpayer’s income that is subject to tax. Exemptions and
deductions are subtracted from AGI to determine taxable income. Although
there is substantial overlap between Census money income and AGI, AGI
excludes some sources that are included in Census money income, excludes
portions of other sources that are in Census money income, and includes
some additional sources that are not included in Census money income.

The following sources, which are included in Census money income
(although not necessarily well reported by survey respondents), are not tax-
able and therefore are excluded from AGI (Henry and Day, 2005):

e Interest and dividends on funds held in tax-deferred retirement
accounts—these become taxable only when funds are withdrawn;
Tax-exempt interest from state and municipal bonds;

Workers’ compensation;

Veterans’ benefits;

Benefits from private disability insurance if the premiums were paid
by the taxpayer;

Public assistance and Supplemental Security Income;

Child support;

Assistance from friends and relatives; and

Educational assistance used for tuition and books (i.e., educational
expenses).

Of these, only tax-exempt interest is even reported on the tax return,
and it appears on a separate line rather than as part of a total interest
amount. If a survey questionnaire follows the tax return, then it would have
to include separate questions to capture these several sources.

Moreover, the two largest components of Census money income—
wage and salary income and Social Security benefits—are not fully taxable
for most people and therefore may not be fully included in AGI. Taxable
wage and salary income excludes pretax deductions for a variety of special
purposes, which have been growing in type and total value. These include

e  Contributions to a 401(k) or similar plan, which can be as high
as 12 percent of gross earnings for workers who are not nearing
retirement and higher for older workers, who are allowed to make
contributions above 12 percent if they set aside less than the maxi-
mum amount in earlier years;

e Funds set aside for health care flexible spending accounts (up to
$5,000 annually through 2012 and dropping to $2,500 thereafter);
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e Funds set aside for dependent care (up to $5,000 annually);

e Health insurance premiums paid by the employee (this can be well
above $10,000 annually for family coverage); and

e Transportation expenses (up to $125 monthly for transit fares as
of 2012 and even more for parking).

Amounts excluded as pretax deductions are not reported on the tax
return, so a survey questionnaire that asks respondents to report amounts
from their tax returns will exclude these amounts from wage and salary
income unless they are collected separately. These exclusions can add up to
a sizable fraction of gross income over much of the earnings distribution,
although there is age variation in the use of these different deductions.
Younger families are more likely to use the dependent care deduction,
whereas older families and individuals are more likely to set aside large
amounts for flexible spending.

Social Security benefits may be wholly or partially excluded from taxa-
tion, depending on the total amount of the benefits and the taxpayer’s other
income.? Unlike other nontaxable income or the nontaxable portion of
wage and salary income, all Social Security benefits must be reported on the
tax return so that the nontaxable portion can be calculated. A survey ques-
tionnaire that asks respondents to report their Social Security benefits could
request either the total or taxable amount (or both). If the questionnaire is
not explicit about which one should be reported, a respondent could report
either the total or taxable benefits, and which one was reported might not
be evident from the response.

AGI also includes sources that are not included in Census money in-
come. AGI includes capital gains except for the one-time exclusion of gains
from the sale of a principal residence and the exclusion of capital gains that
occur within a tax-deferred retirement account until they are withdrawn
from the account. AGI also includes state income tax refunds received in
the prior year, gambling winnings, and all withdrawals from retirement
plans—not just regular withdrawals—except when such withdrawals are
rolled over into another tax-deferred plan.

Consumption-Based Resource Measures

A number of economists argue that for the purpose of measuring the
adequacy of resources for people at low-income levels, a measure based on
consumption is more appropriate than a measure based on income (see,
for example, Meyer and Sullivan, 2003). Income, it is said, understates

3Railroad Retirement benefits are treated the same way, but we focus on Social Security
benefits because they cover far more people.
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well-being to a greater extent than consumption. This may be more a mea-
surement issue than a conceptual one. That is, consumption tends to be
reported more accurately than income among those with low income. At
higher income levels, the reverse may be true. In addition, at higher income
levels, people consume less of their income, so consumption will tend to
understate well-being.

For the measurement of MCER, consumption-based measures are
problematic, as MCER represents the likelihood of incurring medical con-
sumption beyond what a family or individual can afford. If one includes
out-of-pocket medical expenditures in the measure of resources, then such
expenditures become affordable by definition. Another, more general issue
with consumption-based measures of resources became evident in hindsight
in the lead-up to the global recession beginning in 2008. Spending beyond
one’s apparent means (one’s income) may indicate a risk of defaulting on
future obligations—creating exactly the situation that MCER is intended
to quantify. But consumption-based measures do have merit in pointing
out that families that are consistently able to spend more than they take in
as measured income are tapping into additional resources that are readily
available. At a minimum, this should lead us to consider more directly the
role of assets as resources.

ROLE OF ASSETS IN MEETING FINANCIAL NEEDS

In the context of how people pay for extraordinary and, especially,
unexpected expenses, the role of assets cannot be overlooked. Assets accu-
mulate over a lifetime. Under models of life-cycle saving, people accumulate
savings (including funds held in retirement accounts) during their working
years and then draw on these savings in retirement. Savings, together with
Social Security and pensions, replace the earnings forgone in retirement.

A number of researchers have used data from the Health and Retirement
Study to explore the relationship between health and the accumulation of
assets. Several studies focused on expenditures in the last year of life, most
recently Marshall, McGarry, and Skinner (2010). Others have looked at a
broader span of years. Coile and Milligan (2009) examined the response
of asset holdings to acute health events and new diagnoses. De Nardi,
French, and Jones (2010) investigated savings behavior as a response to
potential medical costs. More recently, Poterba, Venti, and Wise (2010) as-
sessed the relationship between health and asset accumulation among the
elderly and near-elderly. Using an index of health status constructed from
a combination of self-reports, diagnoses, and activities of daily living, they
found positive relationships between health and asset accumulation, which
imply that poor health reduces asset accumulation. These last findings are
of particular interest because they suggest that individuals with poor health
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not only face greater prospects of high medical expenditures in the future,
but also will be less well prepared to finance such costs.

Using data from the Medical Expenditure Panel Survey (MEPS), Banthin
and Bernard (in Part III of this volume) compared the distribution of net
assets by relative income of the elderly and the nonelderly in 2006, 2007,
and 2008 (pooling the 3 years to increase sample sizes for key subgroups).
The poor and low-income elderly had substantially more assets than the
nonelderly, and in the upper deciles of the asset distribution, these assets
became substantial. MEPS understates net assets relative to the Survey of
Consumer Finances—a survey focused on the measurement of wealth—so
it is possible that sizable assets extend even lower in the wealth distribution
than these findings suggest.

To exclude assets entirely from the resources used to measure MCER,
and in so doing make this a measure of income-related economic risk, ig-
nores accumulating evidence on how families prepare for potentially high
medical expenditures and how well they are able to absorb them. Unlike the
measurement of income poverty, which compares a family’s income with a
poverty threshold representing minimally sufficient expenses defined over
a broad class of families, our proposed measure of MCER is intended to
reflect the risk of incurring not only ordinary or expected expenses but also
extraordinary expenses that are specific to each family. To meet these ex-
penses without being pushed (further) into poverty, a family with sufficient
assets could elect to draw on these additional resources. If the goal of the
measure of MCER is to assess a family’s ability to pay for both expected
and unexpected medical care costs, then the resources component of that
measure must take account of at least a share of the assets that a family
could readily convert into income.

In expanding the definition of resources in this way, our goal is not
to provide an alternative measure of poverty, but to assess how large a
future medical expense (over the next calendar year) a family could absorb
without falling (deeper) into poverty. Resources counted under a measure
of MCER but not the SPM will not move a family out of poverty but
will reduce the risk that a family’s medical expenses could send the fam-
ily deeper into poverty. We note that with the SPM definition of income,
funds withdrawn from a retirement account to help cover medical or other
expenditures in the prior year could in fact show up as income (depending
on how the respondent interprets the questions on income from retirement
accounts). Our recommendation to include a portion of assets in the re-
sources used to measure MCER is loosely equivalent to applying this notion
prospectively. Instead of counting only assets that were in fact converted to
income (and from limited types of assets), however, our prospective mea-
sure of MCER would count assets that could be converted to income, and
from a potentially broader array of sources.



CONCEPTS OF RESOURCES 61

What Assets Should Be Counted?

If assets are to be included as potential resources for assessing MCER,
then we must consider what assets should be counted and how these as-
sets should be included. In determining what assets should be counted in
resources, the panel considered the types of assets that families hold, the
access that they have to these assets, and whether assets should be included
in resources for the entire population or just a portion of the population.

Types of Assets

Assets are commonly divided into financial assets and property as-
sets. Financial assets include checking and savings accounts, certificates
of deposit, stocks and mutual funds, and a variety of retirement accounts,
which are primarily tax-advantaged. Property assets include homes, ve-
hicles, rental and other real property, and businesses. The net value of
property assets is the difference between what they would command if sold
and the amount of debt that is held (through mortgages and loans). Families
may have other liabilities in addition to those related to the purchase of
property. Such liabilities must be considered in assessing the amount of as-
sets available for the consumption of medical care. These include the tax li-
abilities that would be incurred in withdrawing funds from tax-advantaged
retirement accounts and from any other accounts for which withdrawals
would generate capital gains.

Access to Assets

A critical consideration in determining what types of assets to include
in resources and how much value to assign these assets is the extent to
which families have ready access to these assets. Financial assets are more
accessible, clearly, than property assets, but through home equity loans
and reverse mortgages, the elderly (and even younger persons) are able to
extract fungible resources from the equity that they have built up in their
homes. Assets held in tax-advantaged retirement accounts present unique
issues for access. First, there are age restrictions on who can withdraw
funds from these accounts without incurring significant financial penalties.
For example, 59-and-a-half is a critical age for withdrawing funds from
retirement accounts. Second, accounts held by employers may require sub-
stantial lead time to withdraw funds, making them effectively inaccessible
for meeting short-term needs. This is particularly true prior to age 59-
and-a-half, although much less of an issue after that age. Third, the taxes
that must be paid on funds withdrawn from tax-advantaged accounts of
any type (which are generally taxed as ordinary income) may not present
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an immediate issue for withdrawing funds, but they lower their effective
value.

Many of the surveys that could potentially support a measure of MCER
collect no asset data or limited types of asset data (see Chapter 5), so fine
distinctions among asset types may be of little use in the implementation
of a measure of MCER. With that in mind, the panel recommends that a
share of the value of financial assets held outside retirement accounts along
with the posttax value of assets held in retirement accounts be taken into
consideration as resources in measuring MCER (see “Conclusions and Rec-
ommendations” section). In principle, we would also include the amount
received from a reverse mortgage, and we would include it as income rather
than an asset, but we recognize the limitations of existing data.

Whose Assets?

For those who are still dependent on earnings to meet their basic needs,
having to dip into financial assets to cover a needed medical expenditure
may create a financial hardship down the road, due to a reduction in the
savings needed later in life. The panel considered whether to include assets
in the resources of persons at all ages or to do so only for persons who
were no longer working or who had reached an age at which most people
were not working. The availability of Medicare to those who reach age 65
changes the calculus for expected out-of-pocket expenditures for medical
care, which affects prospective MCER when sick. For this reason, the panel
thinks that MCER needs to be estimated separately for persons over and
under age 65.

People retire across a wide range of ages, however, and they accumulate
assets at widely varying rates. If assets were counted for all persons, regard-
less of employment or age, then the amount of assets accumulated—not
an arbitrary cutoff—would determine the amount of assets included in
resources. Other things being equal, retired persons and elderly persons
would tend to have more liquid assets than those who are still working
or who are not elderly, but the assets of younger persons or working per-
sons who have accumulated more than their peers would not be excluded.
Hence, although MCER needs to be estimated separately by age, the panel
thinks it is a more acceptable approach to take account of assets for people
of all ages and employment statuses in the estimation than counting or not
counting assets depending on age or employment. However, the restrictions
on access to funds held in retirement accounts prior to age 59-and-a-half
would have to be recognized—by either excluding such funds from liquid
assets below this age or discounting their value.
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How Much Asset Value Should Be Counted in Resources?

Treating a family’s entire pool of liquid assets (as the panel defines
them) as a resource that is available to offset a medical need is not a viable
option, because this approach does not address the long-term financial
hardship that would be created if a family consumed too large a share of its
assets on medical expenditures—or any other purpose—in a single year. But
if only a portion of a family’s accessible liquid assets can be counted toward
offsetting MCER, how should that portion be determined? We consider two
general approaches and their pros and cons.

Asset Share

If a family’s liquid assets grow at a rate of x percent per annum, on
average, a family can withdraw that fraction of its liquid assets each year—
minus any taxes owed on distributions from tax-advantaged accounts—
without consuming principal. Adding a uniform fraction of liquid assets
to income would provide a measure of resources that is consistent with a
family’s ability to spend without drawing down its assets at an unaccept-
able rate.

Banthin and Bernard (in Part III) added 5 percent of net assets to an-
nual income in order to assess the relative burden posed by family medical
expenses. Families were identified as having high burdens if their expendi-
tures exceeded a specified percentage (for example, 5, 10, or 20 percent) of
this adjusted family income. They performed the same calculation without
adding assets to income in order to assess how much the inclusion of as-
sets reduced the burden of medical expenses at different income levels. The
figure 5 percent was chosen as being “very close to what financial planners
advise” as a draw-down rate for families in retirement.

Annuitized Value

Pension actuaries have a widely accepted approach to converting a
lump sum amount into an annual payment. Commonly, the annual payment
grows at an assumed rate of inflation. Life expectancy, as reflected in age
and sex at a minimum, is the critical variable in determining the amount
of the annual payment, with an interest rate and an inflation rate being in-
cluded in the calculations as well. The actuarial approach is especially well
suited to assigning an income value to assets, and the key assumptions can
be based on those that are used in the annual reports of the Social Security
and Medicare trustees or those that are used by the IRS to calculate mini-
mum required distributions from IRAs (see, for example, Internal Revenue
Service, 2011). A critical difference between the actuarial approach and the
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first approach is that it allows the share of assets that would be added to
resources to grow with age (declining life expectancy). More importantly,
the methodology is well grounded in theory and well established in practice.

Pros and Cons

Defining the asset contribution to resources as a fixed percentage of as-
set value, rather than amount earned on assets during the most recent year,
would prevent a large decline in the value of assets from producing negative
family income. Likewise, calculating an annuitized value from the balance
of liquid assets would also avoid generating a negative contribution during
a year in which the value of asset holdings declined broadly. Furthermore,
the actuarial approach is consistent with established methods of converting
asset balances into income streams, which is exactly the need that we are
addressing, and the assumptions that it requires could be obtained from
those that are published each year by the Social Security and Medicare
trustees. The drawback of the second approach is its complexity, given the
limitations of the asset data to which it would be applied.

CONCLUSIONS AND RECOMMENDATIONS

The official poverty measure uses a concept of Census money income
in conjunction with a set of thresholds, originally developed as the cost of
a minimum diet times three for all other needs. A new supplemental pov-
erty measure uses a different concept of income that includes tax credits,
expenditures, and certain cash-equivalent benefits in conjunction with dif-
ferent thresholds. We have recommended (see Chapter 2) continuing the
Census approach for purposes of defining income and resources for the
SPM poverty measure, including recommended additional analysis related
to medical care economic burden.

A fundamental question for the panel is whether the resources used
to assess prospective MCER should be equated with either of these two
income concepts or whether a different concept would be more appropriate.

We find, first, that there is a growing deficiency in both income con-
cepts with respect to the treatment of retirement income, which is critical
to the measurement of resources for the elderly, which is the age group
with the greatest medical care needs. If resources are to be equated with
income, then at a minimum this deficiency must be addressed—down the
road if not in the near term. A deficiency with respect to the measurement
of self-employment income is also notable, and this affects the nonelderly
population.

We find, second, that for those who have access to them, assets are a
potentially important resource for meeting unexpected medical needs—
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particularly among the elderly, who may be depending in part on accu-
mulated assets to offset the loss of earnings in retirement. We recommend
that a portion of liquid assets be included in the resources of all persons,
regardless of age or employment status except where restrictions on ac-
cess may apply (as in retirement accounts). Although the panel finds the
calculation of an annuitized value from the family’s liquid assets a com-
pelling approach, we have not examined all the operational ramifications
of adopting it, and thus we defer to those who are charged to implement
a medical care economic risk measure. As to the choice between Census
money income and disposable income, we recommend the use of disposable
income, augmented by a portion of liquid assets, to facilitate comparisons
with the SPM.

Recommendation 3-1: The panel recommends that the U.S. Cen-
sus Bureau modify its concepts and measurement of money income
and disposable income to better account for income flows from self-
employment and from new forms of retirement income for use in mea-
sures of poverty and medical care economic risk and burden that are
derived from its household surveys.

Recommendation 3-2: The panel recommends that, for measuring med-
ical care economic risk, a portion of liquid assets be included in the
resources of all persons, regardless of age or employment status. Only
assets that the family or individual can access relatively quickly should
be considered in determining the amount to be included—namely,
financial assets held outside retirement accounts, the posttax value of
assets held in retirement accounts, and, in principle, the amount po-
tentially received from a reverse mortgage (treating it as income rather
than as an asset), acknowledging the limitations of existing data.

Recommendation 3-3: The panel recommends that the method for
calculating the share of liquid asset contribution to resources for mea-
suring medical care economic risk be determined by the federal agency
charged with producing the measures and that the methodology be
based on one of two options—either a fixed share of assets or an an-
nuitized value. The share of liquid asset contribution derived in this
manner should be added to disposable income to provide the measure
of resources for evaluating medical care economic risk.






Measures of Medical Care Economic
Risk and Recommended Approach

This chapter considers various methods, including retrospective and
prospective approaches, to constructing a measure of medical care eco-
nomic risk (MCER) and then outlines the panel’s proposed approach and
recommendations. As stated in Chapter 1, the sponsor’s charge to the panel
included conducting a public workshop to critically examine the state of
the science in the development and implementation of a measure of medi-
cal care economic risk as a companion to the new Supplemental Poverty
Measure (SPM). From the workshop, commissioned papers, and our de-
liberations, the panel considered retrospective and prospective measures
of the risk of incurring high out-of-pocket medical care expenses relative
to income, the variability of risk across populations, and the differential
vulnerability of groups with different health and coverage status.

The chapter focuses on developing the concept of MCER as distinct
from economic burden due to actual medical care expenses, which is ad-
dressed in Chapter 2 (see also Meier and Wolfe, in Part III of this volume).
The outcome of interest is a measure of risk, for example, the expected
number (or fraction) of families and their individual members who, as a
result of out-of-pocket spending for medical care services and premiums,
would be in poverty or some multiple of poverty as defined by the SPM.
For the medical care risk to differ from the medical care burden of large
expenditures, it must be based on the distribution of future out-of-pocket
expenditures that an individual or family may face given their characteris-
tics at some baseline point in time. Thus, it is inherently a forward-looking
or prospective measure as distinct from the burden measure, which is both
retrospective and a statement about averages rather than distributions.
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In the remainder of the chapter, the panel

e sets out a more developed concept of MCER;

e reviews the merits of a refined and information-rich prospective
measure as compared with a simpler retrospective measure;

e presents a retrospective measure of MCER based on the Current
Population Survey Annual Social and Economic Supplement (CPS
ASEC);

e sketches a prospective measure based on the 2-year Medical Ex-
penditure Panel Survey (MEPS) longitudinal file;

e considers how best to use information about individuals to ulti-
mately construct a family-based measure of MCER; and

® notes the issues that are not addressed by the panel’s recommended
strategy.

A CONCEPT OF MCER

A core goal of health insurance is to pool risks of potentially high medi-
cal care costs across the population and over people’s lifetimes. Through
health insurance, families lower their financial risk and have a more predict-
able expense in the form of an insurance premium that, in theory, can be
budgeted for as a share of income and resources. For the insured, MCER
thus has two components—premiums and out-of-pocket expenses for medi-
cal care not covered by insurance. For the uninsured, MCER has only the
out-of-pocket component, although the uninsured may well experience
other adverse effects, such as delaying needed care and experiencing anxiety
from the lack of insurance coverage. The discussion below discusses ways
to assess the financial risk.

A measure of MCER is needed to answer the following questions:
What kinds of health events will push families or individuals into poverty
or otherwise substantially compromise their financial well-being? What is
the chance of those events occurring to different kinds of families? How do
such events differ for different kinds of people? Because spending on out-of-
pocket expenses for medical care services is not normally distributed, other
measures besides the mean and variance are needed to adequately reflect the
distribution of medical care out-of-pocket spending for families with dif-
ferent characteristics. We have identified two different situations to use for
expressing the prospective risk that a family or unrelated individual faces.

1. Omne uncovered hospital stay away from poverty: What would
happen if a family had a major out-of-pocket expense, such as that for an
average-sized hospitalization? Might that be sufficient to push the family
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below the SPM threshold? (The answer depends on insurance coverage,
out-of-pocket payments for premiums, and cost-sharing for services re-
ceived.) What is the probability of such an event, given the characteristics
of that family and its members, including income and type of insurance?

With employment-based coverage or either Medicaid or Medicare, the
risk that out-of-pocket spending for medical care services impoverishes a
family is probably smaller than otherwise. Likewise, in a relatively young
population, the probability may also be small because of lower health risks.
In contrast, low-income working families who do not qualify for Medicaid
or employer-sponsored group insurance could be expected to pay more out-
of-pocket for medical care, with a risk of falling below the SPM threshold
that will vary according to family members’ health. If such families bought
insurance on their own, the full cost of premiums would contribute sub-
stantially to their out-of-pocket medical care spending.

2. If family income is low enough, even a small health shock with
moderate out-of-pocket spending might push an individual or family into
poverty. For those closer to the poverty threshold, it might not take much
of a medical event or episode of illness to push the family to or below the
threshold. Even in good health, families with incomes le